
This is a digital copy of a book that was preserved for generations on library shelves before it was carefully scanned by Google as part of a project 
to make the world's books discoverable online. 

It has survived long enough for the copyright to expire and the book to enter the public domain. A public domain book is one that was never subject 
to copyright or whose legal copyright term has expired. Whether a book is in the public domain may vary country to country. Public domain books 
are our gateways to the past, representing a wealth of history, culture and knowledge that's often difficult to discover. 

Marks, notations and other marginalia present in the original volume will appear in this file - a reminder of this book's long journey from the 
publisher to a library and finally to you. 

Usage guidelines 

Google is proud to partner with libraries to digitize public domain materials and make them widely accessible. Public domain books belong to the 
public and we are merely their custodians. Nevertheless, this work is expensive, so in order to keep providing this resource, we have taken steps to 
prevent abuse by commercial parties, including placing technical restrictions on automated querying. 

We also ask that you: 

+ Make non-commercial use of the files We designed Google Book Search for use by individuals, and we request that you use these files for 
personal, non-commercial purposes. 

+ Refrain from automated querying Do not send automated queries of any sort to Google's system: If you are conducting research on machine 
translation, optical character recognition or other areas where access to a large amount of text is helpful, please contact us. We encourage the 
use of public domain materials for these purposes and may be able to help. 

+ Maintain attribution The Google "watermark" you see on each file is essential for informing people about this project and helping them find 
additional materials through Google Book Search. Please do not remove it. 

+ Keep it legal Whatever your use, remember that you are responsible for ensuring that what you are doing is legal. Do not assume that just 
because we believe a book is in the public domain for users in the United States, that the work is also in the public domain for users in other 
countries. Whether a book is still in copyright varies from country to country, and we can't offer guidance on whether any specific use of 
any specific book is allowed. Please do not assume that a book's appearance in Google Book Search means it can be used in any manner 
anywhere in the world. Copyright infringement liability can be quite severe. 

About Google Book Search 

Google's mission is to organize the world's information and to make it universally accessible and useful. Google Book Search helps readers 
discover the world's books while helping authors and publishers reach new audiences. You can search through the full text of this book on the web 



at |http : //books . google . com/ 



COMMITTEE ON ARMED SERVICES 
JOHN C. STENNIS, Mississippi, Chairman 
HENRY M. JACKSON, Washington JOHN TOWER, Texas 

HOWARD W. CANNON, Nevada STROM THURMOND, South Carolina 

HARRY F. BYRD, Jr., Virginia BARRY GOLDWATBR, Arizona 

SAM NUNN, Georgia JOHN W. WARNER, Virginia 

JOHN C. CULVER, Iowa GORDON J. HUMPHREY, New Hampshire 

GARY HART, Colorado WILLIAM S. COHEN, Maine 

ROBERT MORGAN, North Carolina ROGER W. JEPSEN, Iowa 

J. JAMES EXON, Nebraska 
CARL LBVIN, Michigan 

Francis J. Sullivan, Staff Director 
John T. Ticbr, Chief Clerk 



Subcommittee on Procurement Policy and Reprogramino 
ROBERT MORGAN, North Carolina, Chairman 
HOWARD W. CANNON, Nevada GORDON HUMPHREY, New Hampshire 

JOHN C. CULVER, Iowa BARRY GOLDWATER, Arizona 

CARL LBVIN, Michigan ROGER W. JEPSEN, Iowa 

(n) 



AAi 



Digiti 



zed by Google 



CONTENTS 



CHRONOLOGICAL LIST OF WITNESSES 

Pag« 

Pell, Hon. Claiborne, a U.S. Senator from the State of Rhode Island 5 

Patterson, Hon. Jerry M., a Representative in Congress from the State 

of California 7 

Mathias, Hon. Charles McC, a U.S. Senator from the State of Maryland- 14 

Lugar, Hon. Richard G., a U.S. Senator from the State of Indiana 18 

Cranston, Hon. Alan, a U.S. Senator from the State of California 21 

Church, Dale W., Deputy Under Secretary of Defense for Acquisition 

Policy ; accompanied by Maj . Grady Jacobs, staff member 24 

Kurtz, Jerome, Commissioner, Internal Revenue Service; accompanied by 

Bob Brown, Office of Tax Legislative Counsel, Treasury Department— 40 

Minish, Hon. Joseph G., a U.S. Representative from the State of New 
Jersey accompanied by Jim Brown, counsel 82 

Zevenbergen, John W., president and chief operating officer, John Fluke 

Manufacturing Co., Inc., accompanied by William F. Barrett 88 

McCloskey, Jr., Hon. Paul N., a U.S. Representative from the State of 

California 94 

Sheley, Walton H., Deputy Director, Procurement and Systems Acquisi- 
tion Division, General Accounting Office; accompanied by John Fljnin, 
Associate Director and John Potochney, staff 100 

Kostos, Theodore M., chairman. Section of Public Contract Law, American 

Bar Association accompanied by David L. Hirsch and O. S. Hiestand.. 115 

Smith, William H., corporate director of contracts, Newport News Ship- 
building & Drydock Co., Newport News, Va. ; accompanied by Charles 
T.Michaelian, accounting, Newport News Shipbuilding & Drydock Co.. 127 

Paladino, Carl A., senior vice president and treasurer, Grumman Aero- 
space Corp 133 

(in) 



Digiti 



zed by Google 



Digiti 



zed by Google 



VINSON-TRAMMELL ACT REPEAL OR REVISION 



MONDAY, EEBBUABY 25, 1980 

U.S. Senate, 

Procurement Policy and Reprograming Subcommittee, 

Committee on Armed Services, 

Washington^ D.C. 

The subcommittee met, pursuant to notice, at 2 p.m., in room 235, 
Russell Senate Office Building, Hon. Robert Morgan, presiding. 

Present : Senator Morgan. 

Committee staff present: Rhett B. Dawson, counsel; George H. 
Foster, Jr., Edward B. Kenney, professional staff members; John C. 
Roberts, general counsel; John T. Ticer, chief clerk; Christine E. 
Cowart, assistant chief clerk; and Karen A. Love, clerical assistant. 

Also present: John Stirk, assistant to Senator Morgan; Frank 
T. J. Bray, assistant to Senator Humphrey j Michael Hastings, assist- 
ant to Senator Cohen ; and Mike Donley, assistant to Senator Jepsen. 

[The bills S. 1687, S. 2232, and S. 2331 follow :] 

[S. 1687, 96th Congress, Ist Session] 

A BILL To amend title 10, United States Code, to eliminate certain limitations 
imposed on excess profits arising from any contract with any military depart- 
ment of the United States for the construction or manufacture of aU or part of 
any complete aircraft or any contract with the Secretary of the Navy for the 
construction or manufacture of all or part of any complete naval vessel, and 
for other purposes 

Be it enacted hy the Senate and House of Representatives of the United States 
of America in Congresss assembled. That (a) section 2382 of title 10, United 
States Code, is repealed. 

(b) The table of sections at the beginning of chapter 141 of title 10, United 
States Code, is amended by striking out the item relating to section 2382. 

Sec. 2. (a) Section 7300 of title 10, United States Code, is repealed. 

(b) The table of sections at the beginning of chapter 633 of title 10, United 
States Code, is amended by striking out the item relating to section 730. 

Sec. 3. (a) Sections 7342 and 7343 of title 10, United States code, are repealed. 

(b) The table of sections at the beginning of chapter 635 of title 10, United 
States Code, is amended by striking out the items relating to sections 7342 and 
7343. 

Sec. 4. The provisions of the first section and of section 2 of liiis Act shall 
apply to contracts entered into after September 30, 1976. 



[S. 2232, 06th Congress, 2d Session] 

A BILL To amend section 2382 of title 10, United States Code, to exempt contracts 

of $1,000,000 or less 

Be it enacted hy the Senate and House of Representatives of the United States 
of America in Congress assembled, That section 2382(g) (2) of title 10, United 
States Code, is amended by striking out "$10,000" and inserting in lieu thereof 
"$1,000,000". 

(1) 
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[S. 2331, 06th Congress, 2d Session] 

A BILL To amend titie 10, United States Code, to eliminate certain limitations 
imposed on excess profits arising from any contract with any military depart- 
ment of the United States for the construction or manufacture of all or part 
of any complete aircraft or any contract with the Secretary of the Navy for the 
construction or manufacture of all or part of any complete naval vessel, and 
for other purposes 

Be it enacted, hy the Senate and HouBe of Representatives of the United States 
of America in Congress assemhled. That this Act may be cited as the "Vinson- 
Trammell Act Amendments of 1979". 

Sec. 2. Section 2382 of title 10, United States Code is amended to read as 
follows : 

^§2382. Noncompetitive national defense contracts: excess profits 

"(a) Secretary of Defense may not make a noncompetitive national defense 
contract unless the contractor agrees — 

" ( 1 ) to pay any excess profit to the United States ; 

"(2) to make no division of any contract or subcontract for the purpose of 
evading this section ; and 

"(3) to make no first tier subcontract unless the subcontractor agrees to 
the conditions set forth in this subsection. 
"(b) For the purposes of this section — 

"(1) The term 'noncompetitive national defense contract' means a nego- 
tiated contract made by the Department of Defense — 

"(i) for the acquisition of property, other than real property in being 
and leaseholds and other interests therein, or services through purchase 
with funds appropriated under Appropriation Acts ; 

"(ii) for the direct benefit and use of programs for military produc- 
tion or construction, military assistance to any foreign nation ; and 

"(iii) the price of which exceeds $5,000,000 and is not based on ade- 
quate price competition, catalog or market prices of commercial items 
sold in substantial quantities to the general public or prices set by law 
or regulation ; or the final price of which includes more than $5,000,000 
attributable to contract changes or modifications. 
"(2) The term 'noncompetitive subcontract' means a i^bocmtract at the 
first tier under a noncompetitive national defense contract the price of which 
meets the prerequisites in subsection (b) (1) (iii) of this section. 

"(3) The term 'profit' means the excess of the amount received or accrued 
under a contract or subcontract over the costs paid or incurred with respect 
thereto and allocable thereto. 

"(4) The term 'excess profit' means so much of the profit of a national 
defense noncompetitive contract or noncompetitive subcontract thereunder 
comideted within the taxable year, as the Secretary of Defense determines 
to be greater than 15 percent of the total final contract price less — 

"(A) any amount earned under performance incentive provisions of 
the contract or subcontract ; and 

"(B) any amount earned under value engineering and other similar 

provisions for shadng of cost savings resulting from changes in means, 

methods and materials for performance of work. 

"(c) A contract or subcontract shall be deemed completed when the last unit 

of supplies thereunder has been delivered or the serviices called for therein have 

been completed. 

"(d) The Secretary of Defense shall prescribe regulations to carry out the pur- 
pose of this Act. Such regulations shall provide standards necessary to maintain 
a minimum level of paperwork and a minimum level of cost of compliance with 
the requirements of this Act. When an excess profit is found owing the Secretary 
of Defense shall allow credit for any Federal income taxes paid or to be paid on 
the excess profit. If with respect to contracts and subcontracts with the Depart- 
ment of Defense for the purposes described in subsection (b) (1) (ii), a contrac- 
tor or subcontractor has a net loss on the aggregate of such contract and sub- 
contracts completed in a taxable year, the loss shall be allowed as a credit against 
any excess profit for the next succeeding four taxable years. 

"(e) When paid to the United States, an excess profit becomes the property of 
the United States. The surety under the contract is not liable for its payment. 
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"(f) For the purposes of this section, any authorized representative of the Sec- 
retary of Defense who is an employee of the United States Goyernment shall have 
the right, until the expiration of 3 years after final payment under a noncom- 
petitive national defense contract or first tier subcontract thereunder to examine 
all books, records, documents, and other data of the contractor or subcontractor 
related to the negotiations, pricing, or performance of such contract or sub- 
contract 

"(g) If the amount of profit required to be paid to the United States under 
this section is not voluntarily paid, the Secretary of Defense may collect the same 
by (1) setoff against any amount due to the contractor or subcontractor from the 
United States ; and (2) such other method as is provided by law. 

"(h) This section does not apply to — 

"(1) a subcontract under a noncompetitive national defense contract that 
is not a noncompetitive subcontract ; or 

"(2) any contract or subcontract as to which the Secretary of Defense or 
a designee, determines that the requirements of this section may be waived. 
The Secretary of Defense shall report to Congress no later than March 15 of 
each year on all instances in which this authority was exercised during ^e 
preceeding calendar year.". 

Sbo. 3. To provide information that will aid Congress in its oversight responsi- 
bilities and to provide accountability in implementing this Act, the Secretary of 
Defense shall prepare an annual report, which shall be furnished to the Congress 
at the time of submission of each annual fiscal budget, beginning with the annual 
fiscal budget for the first fiscal year after the enactment of this Act. The annual 
report shall include, but not be limited to (a) the total dollar amount voluntarily 
repaid or assessed by the Secretary as excessive profit under this Act ; (b) the 
administrative and other costs incurred by the Department of Defense in carry- 
ing out this Act ; (c) actions taken by the Secretary to reduce, to the maximum 
extent practicable, the pai)erwork requirements of business concerns in complying 
with this Act; and (d) such other data as may be helpful in keeping Congress 
and the public fully and currently informed about the administration of the Act. 
In addition, beginning with the fifth year, the annual report shall contain data 
with respect to the cost effectiveness of this Act, and recommendations with 
respect to extension of the term provided in section 5(b) hereof. 

Sec. 4. (a) Section 7300 of title 10, United States Code is repealed. 

(b) The table of sections at the beginning of chapter 633 of title 10, United 
States Code is amended by striking out the item relating to section 7300. 

(c) The table of sections at the beginning of chapter 141 of title 10, United 
States Qode is amended by substituting the following for the item relating to 
section 2^82 : 

"2382. Noncompetitive national defense contracts : excess profits.**. 

Sec. 5. (a) Sections 4(a) and 4(b) of this Act take effect as of October 1, 1976. 

(b) Sections 2 and 4(c) of this Act take effect as of October 1, 1976 but shall 
apply only to contracts and subcontracts entered into from the close of one hun- 
dred and twenty days after the date of enactment of this Act until the close of 
sixty months after the date of such enactment. 

OPENING STATEMENT BT SENATOR MOKOAN, CHAIRMAN 

Senator Morgan. I will call our subcommittee to order. 

If you will permit me, I will make a very short statement, so that 
we will know in just what direction the subcommittee is going to be 
headed. 

The Vinson-Trammell Act, as it presently exists, began as a part 
of the Vinson-Trammell Naval Parity Act of 1934. It began as Public 
Law 73-135 of March 27, 1934. It was amended by Public Law 74-4 
on June 25, 1936, and was further amended by Public Law 76-18 on 
April 3, 1939. 

The profit limitations are currently contained in sections 2382 and 
7300 of title X of the United States Code. Current regulations relate 
ing to the application of the profit limitations are contained in parts 
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16 and 17 of 26 Code of Federal Regulations dated 1939. Part 16 
relates to Anny and Air Force contracts for aircraft. Part 17 relates 
to Navy contracts. 

Congressman Carl Vinson^ of Georgia, is credited with being the 
father of the Profit Limitation Act. In reality, it was a creation of 
Charley Tobey, Congressman from New Hampshire. 

When the Vinson-Trammell Parity Act was under consideration 
in the House of Bepresentatives, Congressman Tobey proposed an 
amendment as follows : 

Provided, however, that no such appropriation shaU be used for any contract 
with steel or aircraft or shipbuilding firms or corporations unless the said firm 
or corporation shall agree to limit its profit on such Government contract to 
10 percent of the gross of the contract. 

When the amendment was proposed, Mr. Vinson attempted to avoid 
it by raising a point of order. He failed in this and was reluctantly 
forced to accept the amendment. 

As finally passed, the amendment proceeded to create problems in 
Navy procurement. Attempts were made to correct the problems and 
at least one attempt, a bill passed in 1936, was introduced by Carl 
Vinson, 

The so-called Vinson-Trammell Act differs from the Renegotiation 
Act, which we put to rest earlier, in several ways: (1) it places a 
fixed limit on profits and is administered by IRS; (2) its profit limits 
is much lower than the Renegotiation Board and the Court of Claims 
have generally allowed in renegotiation cases; (3) there are no statu- 
tory factors under which a strict profit limit can be eased to recognize 
special circumstances of a contractor or an industry; (4) liability is 
computed on the basis of contract actually completed during a taxable 
year, and not on the basis of receipts or accruals; (5) there are no 
significant exceptions, except for contracts under $10,000 and for sci- 
entific equipment. 

The two sections of the codification of the act differ in profit limita- 
tion : 12 percent for aircraft and 10 percent for vessels. 

Under the vessel section, net loss in a particular year can be offset 
against excess profits earned in the following taxable year. 

Under the aircraft section, not only can net loss be offset but also 
any deficiency in profit of less than 12 percent over the following 
4 taxable years. 

There is considerable agreement that the Vinson-Trammell Act is 
unworkable in its present form and as implemented by IRS regula- 
tions currently in effect. *• 

Today we will hear from Senators Cranston and Lugar, who have 
introduced a bill, S. 1687, to repeal the act. 

We will also hear from Senator Pell, who has introduced a bill, 
S. 2232, to raise the $10,000 exemption figure. And we will have testi- 
mony from Mr. Patterson, who has introduced a bill to substantially 
revise the act: that is H.R. 5433. I intend to introduce Congressman 
Patterson's bill here in the Senate, not because I necessarily espouse 
all of its provisions, but because I view it as a viable alternative which 
we should have officially before the subcommittee as we consider this 
matter. 
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[Subsequently Senator Morgan introduced the same bill, S. 2331, in 
the Senate.] 

We will address H.R. 5433 today as if it were before us. 

We will also hear from Senator Mathias, Jerome Kurtz, and Dale 
W. Church. 

With that opening statement, we will proceed to recognize our dis- 
tinguished colleague from Rhode Island, Senator Pell, who has intro- 
duced one of the bills that we are considering. 

STATEMENT OF HON. CLAIBORNE PELL, A U.S. SENATOR FROM THE 
STATE OF RHODE ISLAND 

Senator Pell. Thank you very much indeed. Senator Morgan. I 
appreciate immensely your giving me this opportunity. 

Last month, as you mentioned, I introduced legislation to stream- 
line enforcement of the Vinson -Trammell Act. 

As you pointed out, there is urgent reason to consider what action 
can be taken in older to prevent real hardships to smaller companies 
competing for defense contracts. 

As we all know, Vinson-Trammell was automatically brought back 
to life when the Congress allowed the Renegotiation Board's au- 
thority to expire last April. The last time anyone had to contend with 
this vestigial law was over 25 years ago, and I am sure that many 
of my colleagues shared my dismay upon discovering how arbitrary 
and cumbersome Vinson-Trammell really is. 

In my view, the Vinson-Trammell Act is a rigid, mechanical law 
which will result in an absolute bureaucratic nightmare if it is en- 
forced as written. Where the renegotiation process was comparatively 
flexible, Vinson-Trammell requires an automatic rebate to the Treas- 
ury of all profits over 10 percent and 12 percent, respectively, on ship 
contracts and planes. 

In order to recoup these excess profits, data will have to be filed with 
Internal Revenue Service on every ship and plane subcontract over 
$10,000. It has been estimated that IRS would have to hire a small 
army of bureaucrats, at a projected cost to the taxpayer of approxi- 
mately $35 million a year, just to keep up with the mountain of paper 
Vinson-Trammell will generate. 

^ At a time when all our constituents are clamoring for a reexamina- 
tion of Government regulation, I cannot think of a single, more un- 
productive exercise of over- regulation than that which will result 
from the enforcement of Vinson-Trammell. 

I am especially concerned about the negative impact this law will 
have on smaller companies competing for defense contracts. 

The Renegotiation Board's enforcement practices were targeted to- 
ward the larger defense contracts. Gross defense sales under $1 million, 
along with certain categories of sales, were exempt from renegotia- 
tion entirely. The Board was also required to take into account, when 
considering whether a firm had realized excess profits, the size and 
character of the business, the net worth of the contractor and the risk 
assumed on the particular contract. 

The Vinson-Trammell Act contains none of this flexibility; smaller 
companies will be subject to the same automatic and mechanical defini- 
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tion of profits as the Nation's largest defense contractors, regardless 
of the extent of subcontracting or reasonableness of the contractors' 
costs and profits. 

Apart from the rigid application of profit limitations, the harshest 
impact of Vinson-Trammell on smaller companies will be the cost of 
furnishing IRS with the profit data required by the act. 

Whereas, renegotiation required firms to report sales and profits 
only if they exceeded $1 million, Vinson-Trammell requires a separate 
audit report to be filed on each ship or plane contract over $10,000. 

The proposed IRS regulations implementing Vinson-Trammell re- 
quire documented disclosure of cost and pricing data on each contract, 
together with data on how the contractor derived his profit, computed 
according to a complicated accounting formula. I believe that the 
added costs and burden of complying with these requirements will 
effectively prohibit many smaller companies from competing for de- 
fense contracts. 

I have heard from a number of small businessmen in my State con- 
cerned about the impact Vinson-Trammell will have on their firms. 
They have pointed out that while over 60 percent of all DOD con- 
tracts are awarded to sole-source suppliers, the smaller subcontracts 
are usually highly competitive and that competition keeps their prices 
and profits in Ime. 

I have concluded that as a starting point the simplest way of 
easing the impact of Vinson-Trammell on smaller companies is to 
raise the reporting requirement from the present $10,000 to $1 mil- 
lion. The figure of $10,000 ma^r well have Ibeen realistic for enforce- 
ment purposes 45 years ago but it hardly seems a realistic figure today. 

My approach does not deal with many of the other {problems cr^ed 
by Vinson-Trammell, such as the very obvious inequity in enforcing 
profit limitation with respect to ship and plane contracts, but not 
other types of defense contracts. 

My proposal does not affect the profit limitations on contracts over 
$1 million, still leaving the Question of the occasional unfairness which 
may result from the mecnanical application of automatic profit 
limitations. 

These questions suggest the need for a comprehensive revision of 
the entire law, a process which may involve some time because of the 
strong views whicn exist on both sides of the profit limitation question. 

I could not support an outright repeal of Vinson-Trammell as an- 
other bill you are considering today would accomplish. Some type 
of reasonable profit limitation is essential, as the (Congress has wisely 
recognized since the 1930 s. The flow of defense dollars is among the 
most inflationary of all tj pes of Government spending and we must 
do well by the taxpayers and seek to eliminate any waste connected 
with defense spending. 

As I mentioned earlier, over 60 percent of all defense contracts are 
awarded on a sole-source bads. This lack of true competition, as well 
as the degree of concentratic n in many defense industries, creates the 
opportimity for excessive profits to be realized. 

Contractors can and do insist on very high prices in certain cir- 
cumstances, and with the rapid surges in defense purchases that occur 
frequently, some sectors of the defense industry do enjoy a seller's 
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market. Reasonable profit limitation is a deterrent to contractors and 
a guarantee to taxpayers that our defense dollars are being spent 
wisely. 

I hope my colleagues will share my view of the importance of re- 
forming Vinson-Trammell, but not throwing it out of the window. 
From me standpoint of effective procurement policy, which is your 
subcommittee's major concern, it simply does not make sense to en- 
force a law which will create an enormous hardship for the smaller 
contractors who are the backbone of our procurement system. 

For the taxpayers, it makes equally little sense for the Internal 
Revenue Service to waste tax dollars collecting pieces of paper and 
then hire more bureaucrats to keep track of the reports. 

My approach to the problem is a simple and direct way of stream- 
lining the enforcement of Vinson-Trammell, and I believe that by 
quicMy enacting it we can avoid at least some of the major problems 
connected with the enforcement of this old law. 

Thank you very much for giving me this opportunity. 

Senator Morgan. Thank you. Senator Pell, for a very clear and 
succinct statement. 

I understand vou have other commitments. We are just beginning 
today, so we will keej) you informed as to the progress we are making 
and where we will begin. 

Senator Pell. Thank you very much indeed for letting me be with 
you. 

Senator Morgan. Congressman Patterson, we are glad to have you 
with us. 

We thank you for the work you are doing on this. As I said in my 
statement, we are going to proceed as if your bill were before the 
subcommittee. I do plan to introduce it when the Senate opens tomor- 
row, so that we will have it before the subcommittee. 

STATEMENT OF HON. JEBBT M. FATTEBSON, A BEPBESENTATIVE 
IN CONOBESS FBOM THE STATE OF CAIIFOBNIA 

Mr. Patterson. Thank you very much. 

Mr. Chairman and members of the subcommittee, I appreciate your 
invitation to testify at this hearing concerning the Vinson-Trammell 
Act of 1934 and hope that this testimony will be helpful to you as you 
determine what revisions to the act may be most appropriate. 

As you know, the Renegotiation Board's contract review powers ex- 
pired on September 30, 1976, and Congress abolished the Board by re- 
fusing to fund it beyond March 31, 1979. As a result, Vinson-Tram- 
mell became effective. 

If Congress does not amend the existing act before April 15, which 
is less than 2 months away, defense contractors will be required to file 
with the IRS. 

The IRS' proposed regulations reflecting the requirements of the 
1934 act will subject almost all DOD contractors and subcontractors 
of naval vessels and military aircraft to reviews for every income tax- 
able year beginning after October 1, 1976. 

These proposed regulations, appearing in the October 26, 1979, Fed- 
eral Register, pages 61611 through 61618, refer to aircraft and ship- 
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building contracts and subcontracts in excess of $10,000. They will 
cover contracts for the "construction or manufacture of all or a part'' 
of a new complete naval vessel or military aircraft. 

A "portion," as defined under the proposed rules, constitutes "any 
material or article that forms part of a complete naval vessel or mili- 
tary aircraft that has been furnished under a mutual understanding 
that it is to form such a part." 

Every contractor and subcontractor will be required to make avail- 
able for inspection and audit at all times by DOD its manufacturing 
plants and books of its '^plants, affiliates and subdivisions." 

The urgency of bringmg Vinson-Trammell up to date can best be 
illustrated by describing the impact of imposing 1934 contracting re- 
quirements on defense procurement in the 1980's. 

1. lES would be responsible for implementing the existing Vinson- 
Trammell Act. In order to fulfill this responsibility, IRS has indi- 
cated that it must hire almost 1,500 new employees, at a cost of roughly 
$35 million. 

2. Under the 1934 act covering aircraft and shipbuilding contracts 
in excess of $10,000, more than 10,000 additional defense contract 
audit reports would be filed every year. 

3. The $10,000 floor will subject small businesses to review under 
Vinson-Trammell. The effect will be to force these businesses into a 
paperwork jungle. 

4. Annual costs of administration and compliance could easily ex- 
ceed $120 million. 

5. The requirements of the 1934 act apply to domestic as well as for- 
eign subcontractors. McDonnell-Pouglas' F-15 contract involves some 
assembly and parts manufactured in Japan; Canada supplies some 
of the parts under Lockheed's P-3 — Navy patrol-aircraft>---contract; 
and the C-130 and the C-141 — Air Force cargo transfer — projects 
involve some foreign coproduction in Belgium and Holland. 

Foreign coproduction is not exempt under the 1934 Vinson-Tram- 
mell Act; therefore, foreign subcontractors will be required to accept 
the terms of the Vinson-Trammell Act, including inspection and audit 
of their records by the U.S. Government before the subcontract can 
be awarded. 

I introduced on the House side H.R. 5433,^ which is. an alternative 
to both the 1934 Vinson-Trammell Act and to proposals for the repeal 
of such act. 

Resuscitating Vinson-Trammell in its present form cannot be jus- 
tified. As an alternative to the 1934 act, I draw your attention to 
H.R. 5433. The thrust of this proposal is to repeal unworkable provi- 
sions of the existing act and to replace those provisions with a system 
that can be effective and which will exempt small contractors. 

Mr. Chairman, with your indulgence, maybe we will draw out the 
provisions of the proposal by considering the following questions. 

1. How would H.R. 5433 amend the 10 percent and 12 percent profit 
limitations, respectively, on shipbuilding and aircraft contracts in 
excess of $10,000? 

H.R. 5433 repeals those provisions of Vinson-Trammell. In place 
of those standards established in 1934, the bill sets a 15-percent profit 



1 Introduced in the Senate by Senator Morgan, See S. 2331. 
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ceiling on noncompetitive Defense Department contracts and non- 
competitive first-tier subcontracts in excess of $5 million ; 65 percent 
of Defense Department contracts are awarded on a noncompetitive 
basis; that means 35 percent are competitive and probably need no 
review. The 65 percent awarded on a noncompetitive basis represents 
75 percent of the defense contracting dollars. • 

If H.E. 5433 is enacted, 7 percent of our defense contracts will be 
subject to Vinson-Trammell, representing about 57 percent of the 
defense contracting budget. (See sec. 2(b) (1) and (2).) 

Section 2(b) (3) clarifies that a noncompetitive contract is one the 
price of which is not based upon adequate price competition, catalog 
or market prices of commercial items sold in substantial quantities to 
the general public or prices set by law or regulation. 

The definitions of "adequate price competition" and "commercial 
articles" are contained in 10 U.S.C. 2306(f) and in Defense Acquisi- 
tion Regulations (DAE) 3.807.7. 

2. Will the profit policy of H.E. 5433 be imposed retroactively? 

The new 15-percent ceiling will not be imposed retroactively. Sec- 
tion 4 of H.E. 5433 repeals the 10-percent Vinson-Trammell limit for 
shipbuilding contracts effective October 1, 1976, the date on which the 
Eenegotiation Board's authority to review new contracts expired. 

Section 5 would repeal the 12 percent Vinson-Trammell aircraft con- 
tract profit ceiling also as of October 1, 1976 ; however, according to 
section 5(b), the excess profit policy of H.E. 5433 "shall apply only 
to contracts and subcontracts entered into from the close of 120 days 
after the date of enactment of this act until the close of 60 months after 
the date of such enactment." This language states plainly that the 
profit limitation program will not apply retroactively; it will be 
prospective and will simset at the end of 5 years. 

3. Will H.E. 5433 penalize efficient or outstanding performance by 
a contractor? 

H.E. 5433 provides at section 2(b) (4) (A) and (B) that deductions 
from profits in excess of 15 percent shall be allowed for amounts earned 
imder performance incentive and value engineering provisions and 
"other similar provisions for sharing of co§; savings resulting from 
changes in means, methods and materials for performance of work." 

These provisions grant contractors ample opportunity to be re- 
warded for efficiency and outstanding performance. The amounts 
earned can be found on the contract form. 

Computing excess profit 
Example : 

Contract price $e, 000, 000 

Profit 1 200 000 

15 percent (allowable) I_ 900* 000 

Excess ~"~" 300* 000 

Assume that PI plus VE equals (allowable) I_ZIIIIZI.I__ 20o! 000 

Excess profit 100, 000 

4. Some contractors argue that the Vinson-Trammell Act was enacted 
as a consequence of some corporations' greed in World War I when the 
Government had neither the time nor the staff to investigate proposed 
costs of performance. They claim that through "Truth in Negotia- 
tions," "Cost Accounting Standards," and the mandatory cost prin- 
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ciples in the Defense Acquisition Regulations (DAR) , DOD's ability 
to negotiate a reasonable cost is quite good. Therefore, they conclude 
that a simple repeal of Vinson-Trammell makes more sense. 

I have had a good deal of correspondence with the Department of 
Defense and will briefly cite a few of those at this pomt 

In his September 25, 1979, response to one of my mquires, the Deputy 
Under Secretary for Acquisition Policy of the Defense Department 
said: 

Your letter notes that the type of legislation that you propose has been op- 
posed on the ground that existing procurement safeguards make unnecessary any 
excess pr<>flt limitations on noncompetitive defense contracts. Laws such as the 
Truth in Negotiations Act, 10 U.S.C. 2306(f), and the Cost Accounting Stand- 
ards Act, 50 U.S.C. App. 2168, help the Government substantiaUy to secure 
fair and reasonable prices in noncompetitive procurements. These statutory tools, 
however, wiU not prevent the occurrence of unintended excessive profits. 

A DOD letter to the Office of Management and Budget dated July 5, 
1979, regarding Vinson-Trammell states : 

A statutory profit limitation is not needed for national defense contracts, the 
price of which is based upon adequate price competition, catalog or market prices 
of commercial items sold in substantial quantities to the general public, or prices 
set by law or regulation. 

A statutory profit limitation is needed, however, to deal with situations where 
a contractor or subcontractor exploits its sole-source position to demand much 
higher prices than would be sought in a commercial environment. Often these 
sole-source prices are inflated by estimating on a worst-case basis instead of 
assuming reasonable economy and eflSciency, or by including cost contingencies 
for highly unlikely events, such as catastrophic test failures or dramatic busi- 
ness downturns. 

Existing statutory tools are not designed to prevent an unreasonable profit 
in these sole-source situations. The contractor or subcontractor will have com- 
pUed with the Truth in Negotiations Act, 10 U.S.C. 2306(f) in disclosing and 
certifying the proposed cost and in presenting such cost in conformity with the 
Cost Accounting Standards Act, 50 U.S.C. App 2168. 

Nothing in these laws forces a contractor to exercise the same measure of 
reasonableness in estimating as would be applied in a competitive situation. In 
those situations where we cannot realistically negotiate a fair price at the outset, 
we need a statutory profit limitation to recapture any excess proflt realized 
when the contract is completed. 

Additionally, the Defense Department wrote me on December 21, 
1979, saying: 

We believe the functions of the GAO and the DCAA would not prevent exces- 
sive profits from accruing to a contractor. Negotiated contract prices are based 
on a contractor's cost or pricing data and the judgmental factors applied in 
projecting from the data to the estimated contract cost. 

Cost or pricing data, being factual, can be audited by agencies such as GAO 
and DCAA. The judgmental factors, however, are not auditable and must be 
resolved through negotiation. Existing laws would not preclude a situation where 
a contractor would exploit a sole-source marketing position to demand higher 
prices or profits than would be sought in a competitive environment, or where 
^^^fit '^ negotiations would result in a contractor realizing an excessive 

5. Contractors raise the following question: If typical profits on 
cost-type contracts range from 6.5 percent to 7.5 percent and from 12 
percent to 13 percent for firm fixed-price contracts, then why should a 
15-percent or any other ceiling be imposed ? 

The answer is that there is a need to capture unconscionable profits 
from sole-source providers in typical cases. Furthermore, the 15-per- 
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cent ceiling is reasonable and will give contractors an incentive to do 
business with the Government, judged by their own statement of 6.5 
to 12 percent in their statement to me. 
Also, with the setting of a $5 million floor we will be looking at 7 

{)ercent of DOD noncompetitive contracts, focusing attention on the 
argest awards. Again, that is 57 percent of the defense contract dollars. 

fii March 1979 Sie House General Oversight and Eenegotiation Sub- 
committee held hearings on the Renegotiation Act, at which time 
Vinson-Trammell reform was also discussed. 

My distinguished colleague and fellow Califomian, Congressman 
Pete McCloskey, succinctly stated the issue when he remarkedthat the 
object of revising Vinson-Trammell is not to prevent the recapture of 
excess profits but "to end a system to recapture excess profits which has 
not been effective, which has not been efficient and which has really hit 
small businesses and not the large." 

H.R. 5433 is a workable and effective solution. 

6. What is the impact of setting the filing floor at $1 million, rather 
than $5 million? This question was considered when the legislation 
was being drafted. 

A. With a $1 million floor, DOD's workload would quadruple, as 
follows: 

Workload (contractual actions per year) 

$1 million floor : 8,000. 

$5 miUion floor: 2,000—800 prime contracts; 600 Ist-tier subcontracts; 600 
contract changes, aggregating more than $5 million. 

B. With a $1 million floor, DOD's annual cost of implementation 
may exceed $1.6 million, not including compliance costs to contractors 
and subcontractors : 

Implementation cost (annual) 

$1 mimon floor : $1.6 million (at least) . 

$5 million floor : $1 million (includes DOD and contractor comidiance costs). 

C. With a $1 million floor, DOD's staff needs will increase 
substantially : 

Staff 

$1 million floor : 46 (includes 25 auditors) . 

$5 milUon floor: 13 (includes following positions: rulemaking, 4; auditing, 6; 
and administrative support 3. 

D. With a $1 million floor covering 8,000 contracts, each year it is 
estimated that 10 percent of such contracts will involve small busi- 
nesses. SBA staff indicate that very, very few small businesses are 
awarded DOD contracts in excess of $5 million. 

While some small businesses may be subject to the profit limitation 
under H.R. 5433, it appears that this will occur less than 1 percent of 
the time on 2,000 contracts : 

8maU business impact 

$1 mmion floor : 10 percent of 8,000 contracts. 

$5 million floor : Less than 1 percent of 2,000 contracts. 

7. Will H.R. 5433, if enacted, be implemented by another agency 
resembling the Eenegotiation Board ? 
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H.R. 5433 would recjuire reviews of DOD's largest noncompetitive 
contracts. DOD will implement the act and the reviews can be con- 
ducted without hiring a large additional staff. The excess profit deter- 
mination involves no subjective analysis such as that engaged in by the 
Renegotiation Board. My recollection is that some 13 new staffers 
would be necessary at the $5 million level. 

8. Would H.E. 5433 subject foreign military sales (FMS) to 
Vinson-Trammell ? 

Section 2(b) (1) of H.R. 5433 sets the criteria for contracts subject 
to the 15-percent profit ceiling. One requirement is that the acquisitions 
be made with appropriated funds. See section 2(b) (1) (i) . 

The history of the Vinson-Trammell Act reveals its application only 
to contracts paid for by appropriated funds. Prior to 1972, foreign 
military sales were sometimes paid for by appropriated funds and 
later the foreign government would reimburse DOD. Since that time, 
however, DOD has instituted what is called "direct-site funding." 

Under this procedure, a revolving fund is created for a foreign 
government; that government deposits funds in the account and con- 
tracts are paid for through the fund ; therefore, FMS do not involve 
appropriated funds and are not subject to H.R. 5433. 

For exceptions to direct-site funding which may occur, as well as for 
other situations calling for exemptions to Vinson-Trammell, H.R. 
5433 at section (2) (h) (2) grants the Secretary of Defense or a 
designee waiver authority. 

9. Should H.R. 5433 apply to large noncompetitive contracts of 
other agencies as well ? 

Since the date when my bill was introduced, I understand that the 
0MB conducted a survey of the agencies to determine whether or not 
their contracts should be covered under H.R. 5433. The last response 
to the survey was filed on February 14, and the results of that survey 
indicate imanimous agreement by the agencies against Vinson-Tram- 
mell coverage of their contracts. 

While I do not have further details about this survey, I am sure 
that 0MB will gladly provide them to the committee. 

Mr. Chairman, that concludes my testimony. 

I respectfully urge that your subcommittee consider H.R. 5433 as an 
alternative to the 1934 Vinson-Trammell Act. 

I appreciate the honor of being able to present my views before this 
distinguished body. 

Thank you. 

Senator Morgan. Thank you. You have done a good job of covering 
it, especially with your good questions and good answers. 

Mr. Patterson. In that way I do not leave anything unanswered. 

Senator Morgan. Could you furnish us, for the record, copies of the 
letters that you quote from ? 

Mr. Patterson. Yes, Senator, I will. 

Senator Morgan. I think that will be helpful. Other than that, I 
think you have adequately covered it. 

[The information follows :] 
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July 5, 1979. 
Mr. Frank Raines, 

Program Assistant Director tor Economics in Oovemmsnt, OfHoe of Management 
and Budget J New Executive Office Building , Washington, D.C. 

Dear Mr. Raines : This letter is in response to a request by Mr. Jim Jordan of 
your staff for a statement of the Department of Defense regarding the need for 
and administration of a profit limitation that would be substituted for the exist- 
ing provisions of the Vinson-Trammell Act. 

A statutory profit limitation is not needed for national defense contracts, the 
price of which is based upon adequate price competition, catalog or market 
prices of commercial items sold in substantial quantities to the general public, or 
prices set by law or regulation. A statutory profit limitation is needed, however, to 
deal with situations where a contractor or subcontractor exploits its sole source 
IK>sition to demand much higher prices than would be sought in a commercial 
environment. Often these sole source prices are inflated by estimating on a 
"worst case" basis instead of assuming reasonable economy and efficiency, or by 
includng cost contingencies for highly unlikely events such as catastrophic test 
failures or dramatic business downturns. 

Existing statutory tools are not designed to prevent an unreasonable profit in 
these sole source situations. The contractor or subcontractor will have complied 
with the Truth in Negotiations Act (10 U.S.C. 2306(f)) in disclosing and cer- 
tifying the proposed cost and in presenting such cost in conformity with the Cost 
Accounting Standards Act (50 U.S.C. App 2168). Nothing in these laws forces a 
contractor to exercise the same measure of reasonableness in estimating as would 
be applied in a competitive situation. In those situations where we cannot real- 
istically negotiate a fair price at the outset, we need a statutory profit limitation 
to recapture any excess profit realized when the contract is completed. 

We would have no objection to administering a profit limitation statute that is 
limited in application to large Department of Defense negotiated contracts and 
which utilizes an objective standard for determining excess profits. 
Sincerely, 

Robert F. Trimble, 
Director, Contracts and Customs Acquisition, 



Office of The Under Secretary of Defense, 

Washington, D.C, September 25, 1979. 
Hon. Jerry M. Patterson, 
U.S. House of Representatives, 
Washington, D.C. 

Dear Mr. Patterson: This is in reply to your letter of September 12, 1979, 
which requested comments on a legislative proposal which would make certain 
revisions to the Vinson-Trammell Act of 1934. 

Under your draft bill, profit limitations would apply only to large, noncompeti- 
tive contracts. Excessive profits would be determined using objective criteria with 
provision for offset of losses against profits. Amounts of profit earned as per- 
formance incentives or for value engineering achievements would be exempt from 
the profit limitations. 

Your letter notes that the type of legislation that you propose has been opposed 
on the ground that existing procurement safeguards make unnecessary any excess 
profit limitations on noncompetitive defense contracts. Laws such as the Truth- 
in-Negotiations Act (10 U.S.C. 2306(f) ) and the Cost Accounting Standards Act 
(50 U.S.C. App. 2168) help the Government substantially to secure fair and rea- 
sonable prices in noncompetitive procurements. These statutory tools, however, 
will not prevent the occurrence of unintended excessive profits. 

You also requested our review of the definitions for "noncompetitive" contracts. 
Your draft bill utilizes the criteria now set forth in the Truth-in-Negotiations 
Act. These criteria appear to be appropriate for this purpose also. In our view, 
for the purposes of the Truth-in-Negotiations Act a follow-on contract would be 
considered competitive only if the price was based on adequate price competition. 

We have provided the foregoing comments in order to assist you in the formula- 
tion of your proposals. Accordingly, these comments should not be understood as 
expressing our views on the merits of these proposals. 
Sincerely, 

Dale W. Chttbch, 
Deputy Undersecretary CAcquiAliUkt^^tjyKw^jrN. 
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Office of the Under Secbetaby of Defense, 

Waahinffton D,C,, December 21, 1919, 
Hon. Jesby M. Patterson, 
V.8. House ot Representatives, 
WdsMngton, D.C, 

Deab Mr. Patterson : This is in reply to your letter of December 11, 1979, which 
requested comments as to whether the functions of the General Accounting Office 
(GAO) and the Defense Contract Audit Agency (DCAA) would preclude exces- 
sive profits under defense contracts and on the feasibility of a straight repeal of 
the Vinson-Trammell Act. 

We believe the functions of the GAO and the DCAA would not prevent excessive 
profits from accruing to a contractor. Negotiated contract prices are based on a 
contractor's cost or pricing data and the judgmental factors applied in projecting 
from the data to the estimated contract cost. Cost or pricing data, being factual, 
can be audited by agencies such as GAO and DCAA. The judgmental factors, 
however, are not auditable and must be resolved through negotiation. Existing 
laws would not preclude a situation where a contractor would exploit a sole 
source marketing position to demand higher prices or profits than would be 
sought in a competitive environment, or where poor or hurried negotiations would 
result in a contractor realizing an excessive profit. 

It would not be appropriate for us to comment on the feasibility of a straight 
repeal of the Vinson-Trammell Act prior to Office of Management and Budget 
approval of our report on the repeal bills. Accordingly, our comments should not 
be understood as expressing our views on the merits of either H.R. 5433 or H.R. 
3254. 

Sincerely, 

Robert F. Tbimble, 
Acting Deputy Under Secretary (Acquisition PoUcy). 

Senator Morgan. Congressman, since this is the opening day, we will 
just go ahead with your statement. If we get further and deeper into 
it and we need to discuss it with you again, we will try to get together. 

Mr. Patterson. Thank you. 

If I could add one thing, under the proposal that I have made, we 
estimate that 42 percent of the contracts, if this bill, H.E. 5433, were in 
place, would either be contracts awarded on a competitive basis or 
would be subject to the bill, subject to the review, while 58 percent 
would not be. They would, of course, be the smaller noncompetitive 
contracts. That would mean that 82 percent of the contract dollars 
would be subject to either the competitive process or the review pro- 
vided in the bill. 

Senator Morgan. Under your bill ? 

Mr. Patterson. Yes, sir. 

Senator Morgan. Thank you very much. 

Mr. Patterson. Thank you, Mr. Chaiirman. 

Senator Morgan. I thought I observed Senator Mathias coming in. 

Senator, we have heard from Senator Pell. You have just heard Con- 
gressman Patterson. This is our opening day of hearings on the Vin- 
son-Trammell Act. So, we will be glad to hear from you. 

STATEMENT OF HON. CHARLES McC. MATHIAS, JR., A U.S. SENATOR 
FROM THE STATE OF MARTLANB 

Senator Mathias. Mr. Chairman, I would like to make a brief state- 
ment and take advantage of the offer you have just made. As the record 
unfolds and you get more information, it might be useful to supple- 
ment it; but I do appreciate the opportunity to testify before the 
Armed Services Sulbcommittee on Procurement Policy and Repro- 

T appear in support ot S. 1687, introduced by Senator Lugar from 
Jhdiana and cosponsored by Senator Cranston, irom C«A\ioTm«t, 
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Mr. Chairman, I believe the Chair knows I am committed to the 
principle of economy in government. Taxpayers should not have their 
hard-earned dollars wasted. Many efforts to restrain costs in govern- 
ment are worthwhile, but it seems to me that those efforts which serve 
no useful purpose should be stopped. 

I would like to set out very briefly what are, to me, four compelling 
reasons to repeal the Vinson-Trammell Act : 

First is that the Vinson-Trammell Act was written for another age. 
Just take your mind back to the Washington Naval Treaty of 1922 
and the London Naval Treaty of 1930; that is way, way back in 
history in terms of modem defense. 

Senator Morgan. You will have to tell me about those. I was not 
around. 

Senator Mathias. I know the chairman is considerably younger than 
I am, but when you get back to the Washington Naval Treaty of 1922, 
even I have problems; but that imderscores, really, what we are deal- 
ing with. We are dealing with an antique provision of law, that the 
memory of man runneth not that far; nobody really remembers, but 
that is what the Vinson-Trammell Act was all about. The act and the 
profiit limitation provisions in the act were intended for emergency 
procurement conditions as the Government rushed to sign contracts 
and to begin production during the Depression. It really does not 
address the vastly different procurement environment ana economic 
circumstances toda^. 

Of course, it is mteiresting that the act, because it is addressed to 
these two naval conferences, covers only naval vessels and aircraft; it 
overlooks the expensive items of hardware that are in procurement 
budj^ets todajr — ^missiles, spacecraft, satellites, computers, sophisti- 
cate electronics — and it does not cover the nonmanuf acturing con- 
tracts such as testing, maintenance, repair, modification, and 
modernization. 

So, it is very clear that it is a measure which was not designed to 
address military procurement practices in the 1980's. 

Second, I am glad to say that the Government uses stronger and 
more sophisticate procedures to negotiate contracts and to monitor 
military procurement today than it did when this act was adoi)ted. 
The best place to prevent excessive profits in defense contracting is in 
the negotiation of contracts and the oversight of contracts but not 
going back to try to rewrite the contract at a later date. 

The Defense Department negotiators today have all kinds of tools 
they didn't have when the act was written. They have the Truth in 
Negotiations Act, the Cost Accounting Standards Act, the Defense 
Contract Auditing Agency. So, they are in a position to — and I be- 
lieve that they do — drive very hard oargains in the first place. 

Then there are Defense Department administrators to monitor the 
fulfillment of contracts through an elaborate system of production 
controls and performance measurements. 

So it is really difficult to understand why the Federal Government 
should ever enter or experience an excessive profits contract, because 
the responsibility for effective procurement lies with those who 
negotiate and monitor these contracts. 
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The Deif ense Department today has the tools and the authority and 
I think they should be using them. If they aren't, then we need new 
people in the Defense Department. 

Third, the definition of "profit" in the Vinson-Trammell Act is 
very rigid and very imf air and can result actually in higher costs to 
the taxpayer, rather than savings to the taxpayer. The use of a single, 
inflexible measure — ^profit as a percent of sales price — really does not 
provide an adequate picture of the financial operations of a business. 
So many things occur in today's chaotic economic climate. We are 
dealing with capital investment, with asset turnover, with business 
taxes, mterest rates — all sorts of things which can have a substantial 
impact on profit. 

Under the Vinson-Trammell measure of profit, a contractor's 
strategy for maximizing the allowable profit would be to increase costs 
and s3es price. There would be no incentive to reduce costs or to im- 
prove productivity by investing in more efficient equipment. As a re- 
sult, the Government may pay a higher price instead of a lower price. 

It seems to me that profit policies ought to provide incentives for 
a contractor to increase capital investment. 

Fourth and finally, Mr. Chairman, military weapons today are very 
expulsive and they are expensive for reasons that are unrelated to 
profits and for reasons that the Vinson-Trammell Act simply does not 
address. That is no criticism of the authors of the act, because it deals 
with situations that didn't exist when Carl Vinson was so active and 
was such a strong leader in the Defense Establishment. 

But a more current view of the scene is provided bv the General 
Accounting Office report of November 8, 1979, entitled, "Impediments 
to Reducing the Costs of Weapon Systems." It identifies major factors 
leading to increased weapons systems costs. 

The GAO, according to the report, "believes the major effects on 
costs have resulted from : attempts to deploy systems with new tech- 
nology and high performance, low rates of production due to budget 
constraints and desires to maintain active production bases as long 
as possible, absence of price competition between contractors, lack of 
real motivation on the part of contractors to reduce costs, the impact 
of socioeconomic programs, Government controls and red tape, and a 
nationwide problem of reduced research and development expendi- 
tures and lessening productivity." 

That is what GAO says is driving up the costs of these systems. 

It is interesting that not anywhere m that report is there any al- 
legation that excessive profit is driving up the price. 

So, on the basis of the most recent sophisticated look at the problem, 
the Vinson-Trammell Act would not seem to be even addressing the 
real problem. 

I Imow, Mr. Chairman, because I know from your own record, that 
we share concern over the ever-rising costs of weapon systems. There 
is no question that the costs of major weapon systems have increased 
dramatically since the end of World War II, even if you discount 
the effect of inflation. 

I had a long meeting on Friday afternoon with Admiral Holcomb, 
Admiral Carroll, and Admiral Shapiro of the Navy. We were dis- 
cussing that even with constant dollars, the price of weapon systems 
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goes up. Budget constraints require that we control these costs as 
mu6h as possible, but the Vinson-Trammell Act really adds nothing 
to the cost-reduction efforts; and I believe, sir, that it should be 
repealed. 

Senator Morgan. Thank you, Senator, for a very thoughtful state- 
ment. 

You mentioned that it removes, in some cases, incentives to keep 
costs down. I can conceive of some instances where dt actually would 
not only eliminate incentives for keeping costs down, but might also 
very well encourage it. I suspect there are some areas where 10 percent 
prcmt in building a ship over all would be a fairly good profit. 

Senator Mathias. Ii you are talking about a nuclear carrier, any- 
body who can settle for ^10 percent would do pretty well. That kmd 
of rigid cost factor really^isnx practical today. 

I served for many years with Carl Vinson in the House and if he 
was anything, he was a pragmatist; his great opening Mne for a 
Defense Department witness was to say, "Now, Adiniral, take off your 
muzzle," and he wanted the facts ; he really wanted to get at the facts. 
I happen to believe that if Carl Vinson were in Congress today, he 
would have an active interest in seeing a pragmatic decision made on 
this bill and would recognize that the times have changed. 

Senator Morgan. You know, some of the staff and I were talking 
earlier that there are other areas in whidh technology is changing so 
fast and so quickly that if you limited a manufacturer to 10 percent 
profit, he simply could not retool and redesign as fast as he has to, 
to meet the needed changes in technology. 

There are some very real problems m this. There is some reluctance 
on the part of some, as Senator Pell mientioned before you came in, to 
removing all profit restraints, and certainly there is a question of 
public policy and whether or not we can do it. 

I think you have certainly pointed out some areas that indicate 
difficulty. 

As I said earlier while you were here, we are just opening the doors 
todajr; so we would like to work with you and we will try to keep 
you mf ormed as we begin to develop. 

Senator Mathias. Mr. Chairman, I have been interested in this 
whole subject since we fought the battles in the Appropriations Com- 
mittee on the Benegotiation Board. I think I made it clear in that 
context, as I make it clear here^ I am not interested in seeing anybody 
make an unearned profit or unjust enrichment. I think the taxpayers' 
dollars have to be preserved, but some of what looks like simple formu- 
las for preventing excess profits can end up as being inhibitions against 
the efficient operation of government. 

There is no substitute for commonsense; there is no substitute for 
soimd administrative ability; there is no way we can take second-rate 
administrators and give them some legal formula and have them come 
up with the right results. We have to have vigorous and strong admin- 
istration. I think we can come out ahead. 

These simple solutions remind me of my fellow Marylander, H. L. 
Mencken, who used to say, for every problem there is a solution which 
is simple and easy and wrong, and the Vinson-Trammell Act is one 
ofth^tn. 
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Senator Morgan. During the discussion of renegotiation in Appro- 
priations, were you aware of the fact that if renegotiation was allowed 
to die that this act would then come back in place? 

Senator Mathias. Yes 5 we were aware of it. We felt that we had to 
take things a step at a time and that commonsense would prevail in 
this case. We felt that when we really had to look this straight in the 
eye, we would take the step contemplated by the bill now before your 
subcommittee. We didn't feel that there was a reason for shrinking or 
holding back from doing the sensible thing and the right thing in con- 
nection with renegotations. 

Senator Morgan. I think we were probably right. If we got involved 
with all of them at one time, we probably would still be left with a 
cimibersome system. 

Thank you a lot. 

Senator Mathias. Thank you, Mr. Chairman. 

Senator Morgan. Senator Lugar, I notice that you have come in. 
You are cosponsor of a bill which simply eliminates Vinson-Trammell. 

We welcome you. We have heard from Senator Pell, who introduced 
the bill raising the minimum limits from $10,000 to $1 million. In his 
comments he spoke of the difficulties in administering Vinson-Tram- 
mell. He also spoke of the desirability of perhaps keeping some kind 
of limitation in place. 

Then we heard from Congressman Patterson, and you are familiar 
with his bill. You heard Senator Mathias. Now we have Senator Crans- 
ton, your cosponsor. 

So, which one of you desires to go first ? 

STATEMENT OF HON. EICHARD G. LUOAE, A U.S. SENATOE FROM 
THE STATE OF INDIANA 

Senator Lugar. Mr. Chairman, I welcome this opportunity to ap- 
pear today with my distinguished colleague. Senator Alan Cranston, 
to urge the Subcommittee on Procurement Policy and Reprograming 
to recommend immediate and full repeal of the Vinson-Trammell Act. 

Senator Cranston and I have introduced S. 1687 to repeal this relic 
of the 1930's. Enactment of this legislation or similar legislation is 
essential if the Congress is to avoid reimposing unnecessary and con- 
fusing reporting burdens on defense contractors and subcontractors 
similar to those which only recently were eliminated by the expiration 
of the Renegotiation Act and the demise of its implementing agency, 
the Renegotiation Board. 

As the committee knows, the expiration of the Renegotiation Act 
on September 30, 1976, automatically reinstated the Vinson-Trammell 
Act of 1934 which had been suspended by the Renegotiation Act of 
1951 and its 13 temporary extensions. 

The 95th Congress expressly terminated the activities of the Re- 
negotiation Board by providing appropriations only for 6 months, in 
addition to severance pay for the Board's employees m fiscal year 1979. 

Senator Morgan. Let me interrupt you just a minute, while you are 
on this point. 

The act was enacted in 1934; the Renegotiation Act was adopted 
in 1951, which suspended it. Now, what happened in that interval? 
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I have some recollection that it actually only applied maybe a couple 
of years, 1946, 1947, and 1948. 

Was there some act or powers bill that might have suspended it 
earlier? 

Senator Lugar. I am not aware of this, Mr. Chairman. I would have 
to check the history of it. 

Senator Morgan. We can look into it. It is more a matter of curios- 
ity, but I would like to know if it did work, say, from 1934 to 1951 
and if it did, how did it work and so on. 

I am sorry, I did not mean to interrupt you. 

Senator Lugar. The Vinson-Trammell Act was enacted in 1934 to 
place a ceiling of 10-percent profits on shipbuilding contracts and 
was amended in 1939 to include a 12-percent ceihng on aircraft 
construction. 

These profit limitations were enacted as part of President Roosevelt's 
eflports to modernize our Nation's Air Force and Navy and occurred 
at a time when contracting procedures were seriously unsophisticated. 
To allow Vinson-Trammell to remain on the statute books would con- 
tradict the fundamental rationale underlying the 95th Congress' ex- 
plicit decision to allow the Eenegotiation Board to go out ofl)usiness. 

During the 95th Congress, the Senate Banking, Housing, and Urban 
Affairs Committee held extensive hearings on legislation to extend 
and expand the Renegotiation Act, the authority ror which had been 
allowed to expire during the 94th Congress. Testunony by the Govern- 
ment and private sector witnesses presented clear and convincing 
evidence that the Eenegotiation Board was a superfluous agency which 
imposed expensive reporting requirements on defense contractors and, 
in the final analysis, was counterproductive to an efficient defense 
production mdustry. 

As a result of the hearings and deliberations, the Senate Banking 
Committee reported S. 2791, the Eenegotiation Abeyance Act. S. 2791 
"mothballed" the act and the Boara which administered it, while 
allowinj^ it to conclude all business pending before it on the act's 
expiration date of September 30, 1976. , 

After concluding all business and allowing a reasonable period for 
court appeal, S. 2791 would have dismantled the Board and kept the 
act in abeyance until such time as the President determined, during a 
national emergency, that such provision would be in the best interest 
of the United States. 

Mr. Chairman, this subcommittee would not be conducting these 
hearings had S. 2791 and companion legislation in the House been 
enacted. Unfortunately, a time agreement could not be reached on 
S. 2791 and, therefore, the Eenegotiation Board's final demise resulted 
from a cutoff of appropriations. The Vinson-Trammell Act remains 
as its legacy. 

The lES and the Department of Defense have joint responsibility 
for implementing the Vinson-Trammell Act. Both lES and DOD 
recently have puWished proposed implementing regulations and forms 
in the Federal Eegister. Tlie promulgation of final regulations and 
forms has not yet occurred but could at any time. 

The paperwork burden of the act and its implementing regulations 
and forms will be considerable, possibly more so than under the 
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Renegotiation Act. Contractors and subcontractors will be required 
to file reports with the DOD for each contract subject to the act. 
Further annual reports aggregating the information sent to DOD will 
have to be filed with IRS. 

The regulations apply both to defense contracts and subcontracts 
over $10,000 for equipment or supplies to be included in a complete 
new ship or aircraft. DOD estimates that roughly 500,000 annual 
filings from 10,000 separate contracts will be required, at an annual 
cost to contractors of $80 million. 

DOD admits that this estimate is conservative and could be off by as 
much as a factor of three. To this estimate must be added the cost of 
filing reports with the IRS, the cost of audit and the cost to the 
Government of maintaining the information. 

Costs and reporting burdens aside, the profit limitations of Vinson- 
Trammell will have the same adverse impact on defense production 
as the Renegotiation Act did. 

More specifically, with its focus on profits rather than costs, it would 
be counterproductive to the goal of keeping defense costs down. 
Because of the uncertainty it would create, it would aggravate the 
serious problem of capital shortfall in the defense industry. It would 
discourage contractors from seeking improved productivity or other 
cost-reducing features. It would keep new or additional contractors 
away from the market, thus stifling competition and most probably 
increasing costs to the Government. 

Mr. Chairman, the need to repeal the Vinson-Trammell Act is 
apparent and compelling. I join Senator Cranston in urging this sub- 
committee and the full Armed Services Committee to report legisla- 
tion promptly to repeal it. 

Thank you. 

Senator Morgan. Thank you. Senator Lugar. 

Let me see if I have it straight. You say that the bill that we 
reported out of the Banking Committee, S. 2791, simply mothballed 
the Renegotiation Act ? 

Senator Lugar. Yes, sir. 

Senator Morgan. That had it passed, we would not be here today? 

Senator Lugar. Yes, because it would have superseded Vinson- 
Trammell. 

Senator Morgan. When we let it die by failure to appropriate 
money , did we, in effect, repeal the act ? 

Senator Lugar. In effect, I suppose we simply let the whole situation 
expire; that is the Board and perhaps the act, too. That clearly is the 
assumption under which all parties are going as they promulgate the 
regulations. 

Senator Morgan. It is a rather technical question, but I think you 
are right, that it is the assumption that we have all been going under. 
We may have a witness later on who can clear it up. It really is a 
technical question. 

What is your understanding of the handling of the Vinson- 
Trammell Act during the lengthy debates that we had over the Re- 
negotiation Board, was it discussed at all ? 

Senator Lugar. I am not certain that it was discussed in the Banking 
Committee, as I recall. 1 think it was well known that it was lurking 
in the background. 
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I heard Senator Mathias' testimony preceding mine. My under- 
standing is identical with his, that the problem of getting nd of the 
Renegotiation Board was a considerable challenge. To have tried to 
repesu the Board and Vinson-Trammell at the same time, seemed to 
be an insuperable situation. 

I think all of us who have been involved in this quest were aware 
that Vinson-Trammell was there, and I suppose that the need for this 
type of hearing and direct action to clear the books would be required. 

Senator Morgan. Let me ask one other question : In your view, how 
can the taxpayers be protected from the occasional case of running 
large unanticipated profits on defense contracts if we repeal this act 
completely, having already abolished, in effect, the Renegotiation 
Board? Occasionally you have an outlandish case. What can we do? 

Senator Ltjgar. I think it would be appropriate for this subcom- 
mittee and for the full Armed Services Committee to consider that 
issue per se. It just seems to me that we have a very difficult problem 
in Government, generally, of ever getting rid of any agency or any 
outmoded law; and to couple consideration of what would be an 
appropriate set of protections with the repeal of this is to invite, I 
am afraid, a difficulty o*n both fronts. 

At least in my experience, and this has been more limited, I suspect, 
that Senator Cranston's and your own, as I have already testified, 
we made a straightforward attempt in the Banking Committee to leave 
in mothballs the situation under the Renegotiation Act. It was only 
because of the intransigeince, literally, of those who were trying at 
all odds to keep it on the books, that finally we had to go through the 
Appropriations Committee route and starvation by money that led us 
into this predicament now of trying to repeal Vinson-Trammell. 

In hope in a straightforward way we can clean up Vinson-Trammell, 
aind that is why Senator Cranston and I have come with a clean bill 
of repeal here, in the interest of taxpayers, of our obligation as Sen- 
ators, and pass a straightforward protection uncoupled with "Hiis 
repeal. 

Senator Morgan. Thank you, Senator Lugar. 

Senator Cranston, would you care to add a statement to what your 
colleague has already said ? 

STATEMENT OF HON. ALAN CEANSTON, A U.S. SENATOB FBOM THE 
STATE or CAIIFOENIA 

Senator Cranston. Yes ; I agree with his response to your last ques- 
tion. I think the way to go is to repeal Vinson-Trammell, which has 
a sort of scattershot approach. A rival approach would zero in on a 
specific problem of a lew aberrations. Where there are a few unex- 
pected profits made, that would be a wiser way to go. 

I am delighted to have this opportunity to appear with Senator 
Lugar to urge repeal of Vinson-Trammell in accordance with the bill 
that he and I have introduced. 

I think there is general agreement that the Vinson-Trammell Act 
is out of date and poorly suited for today's defense procurement and 
contractitig purposes. Defense procurement has come a long way since 
the 1930's when the Vinson-Trammell Act was last seriously consid- 
ered by Congress. 
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Since that time, particularly in the 1970's, there has been a major 
reworking of defense contracting laws and procedures. We have en- 
acted the Truth in Negotiations Act, a powerful sanction which pro- 
motes sound a'nd honest bargaining between the Government and de- 
fense contractors. 

The Cost Accounting Standards Board has accomplished pioneer- 
ing work in the establi^ment of common standards of cost accounting 
so that the Government can better determine what costs it actually 
is paying for in ainegotiated contract. 

Other reforms have been accomplished. 

Today's procurement officials and contracting officers are highly 
trained, competent individuals. Contracting officers have power to con- 
duct onsite audits at any time during the performance of a contract 
and to challenge costs. UpoTn renewal of contracts, full opportunity 
exists for the Government to review the performance of the contractor 
and to insist upon a better price if the contracting personnel thinks 
the Government did not receive the best possible bargain. 

Vinson-Trammell, like the tiow defunct Renegotiation Act, deals 
with an after-the-fact situation. Under Vinson-Trammell, the IRS 
adds up a contractor's wins and losses for the tax year and then taxes 
the overage, in addition to his regular taxes. 

The procurement agency is not affected. From the agency's point 
of view, it could not care less whether the cotitractor did or did not 
exceed the profit limitations prescribed by the Vinson-Trammell Act. 
In fact, the Vinson-Trammell Act is an open invitation to inefficient 
contract negotiations and wasteful performance. 

The Vinson-Trammell Act does tiothing to encourage the Govern- 
ment to seek the best bargain possible for the taxpayer. In fact, it 
encourages sloppy bargaining, just as did the old Renegotiation 
Act. 

Perhaps of greater concern are the incentives for inefficiency and 
wastefulness built into the Vinson-Trammell Act. The encouragement 
to waste is substantial and is very simple : Since costs can always be 
charged against the profits of a contract, thereby bringing profits down, 
the act encourages flie contractor to charge as much as he can against 
costs under the contract. 

Conversely, the act does nothing to encourage the cotitractor to re- 
duce costs and to eliminate waste. I continue to feel as I did when I 
advocated successfully the demise of the Renegotiation Board, that 
profits are less of a problem in defense contracting than overruns and 
lack of efficiency. These are very real and extremely costly problems. 

The increased defense budget makes it more important than ever 
that the Government tighten its controls over cost overruns and im- 
prove its military planning. 

I strongly support an increased defense budget in this time of inter- 
national crisis, but I am also deeply concerned about inflation which 
constitutes a domestic crisis and the effect of unnecessary Government 
spending on that crisis. 

Profits are, under our system, by far the best incentive for efficiency 
and cost reduction. I can think of tiothing more counterproductive 
than to revive an unwise statute with nothing more to commend it than 
"cosmetic or psychological appeal." 
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I know you are concerned that some contractors may engage in 
price gougmg, and you have responsibility as chairman of this sub- 
committee to consider ways of dealing with the problem as you see it. 

I strongly suggest to the subcommittee that it follow the advice 
given to the Banking Committee by former Deputy Secretary of De- 
fense David Packard, who told the committee that if we felt there 
was a problem of price gou^ng, to use a rifle, not an across-the-board 
shotgun approach as embodied in the Eenegotiation Act and the Vin- 
son-Trammell Act. 

Frankly, I feel the solution rests in the contracting process itself. 
Careful (jovernment negotiations of the original defense contract and 
subsequent strong management of the contract performance by onsite 
Government officials should be enough to prevent price gouging. 

The job can and should be done by the defense agencies. To shift the 

1*ob to IRS or to establish a new profit-regulating agency simply re- 
ieves the contracting agency of the responsibility it, in fact, does have 
and should have of protecting the taxpayer. 

I ask the subcommittee not to delay repealing the Vinson-Tram- 
mell Act while experts spend time devising a solution to a problem 
which David Packard, a man who should know, suggests has yet to 
be defined objectively and accurately. 

I do not tnink simply raising the exemption threshold in the Vin- 
son-Trammell Act is an answer. I also suggest that proposals based 
on the simplistic concept of determining a profit as ah amount in ex- 
cess of costs raises far more questions than it answers. 

Finally, all proposals for regulating defense contract profits ignore 
the fact that profits constitute taxable income. The Government gets 
its share — ^up to 43 percent — and the Government gets a second crack 
when the profits are paid as dividends to private Siareholders. 

Then there are the capital gains taxes on the value of the stock when 
sold ; profits obviously help here, and, ultimately, estate taxes will be 
paid on the value of the stock. 

The Government also taxes the employees on their salaries and 
wages. 

I might add that price/earnings ratios of stock, helped by profits, 
reduce the cost of capital to defense companies. 

This redounds to the benefit of the (jovernment directly, since cost 
of capital is an item of cost includible in a cost-plus negotiated con- 
tract. This cost, by the way, is identified by an appropriate cost ac- 
counting standard promulgated by the Cost Accounting Standards 
Board. 

Senator Cranston. My point, Mr. Chairman, is that profits must 
be seen in the total context. The Vinson-Tramm«ill Act approach com- 
pletely ignores the real world of defense contract business; it should 
be repealed. 

Senator Morgan. Thank you. 

Why was this thing put into IRS for enforcement ? 

Senator Cranston. Because that was known as an excess profits 
tax. The simple and direct approach is straight repeal. 

Senator Morgan. It was actually put there because it was collection 
of a tax? 

Senator Cranston. Yes. 
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Senator Morgan. Thank you, gentlemen. I believe you have given 
us a good insight in your views. 

As I said to Senator Lu^r and others earlier, we are beginning 
hearings today; we are just getting into the opening round. 
We will probably be back sitting down and working with you across 
the stage. 

Senator Lugar. I would like to ask unanimous consent that a reso- 
lution forwarded to me bv the American Bar Association with regard 
to the Vinson-Trammell Act be made part of the record. 

Senator Morgan. We will be glad to receive it for the record. 

I might mention, I am a member of the ABA, so I can talk about 
it if I want to. Thank you very much. 

[The resolution follows :] 

Be it resolved that the American Bar Association favors the elimination of 
the profit limitation provisions of the Vinson-Trammell Act, and does not favor 
the adoption of any similar authority for profit limitation during peace time. 

Senator Morgan. We are going to hear next from Mr. Dale W. 
Church, the Deputy Under Secretary of Defense for Acquisition 
Policy. 

Mr. Church, we welcome you to the committee. Thank you for 
coming. We will be glad to hear from you. 

STATEMENT OF DALE W. CHUECH, DEPUTY UNDEE SECEETAEY 
OF DEFENSE FOB ACQUISITION POLICY; ACCOMPANIED BY MAT. 
OBADY JACOBS, STAFF MEMBEB 

Mr. Church. Thank you, Mr. Chairman. I am accompanied by Maj. 
Grady Jacobs, who is my staff expert in the area of profit limitation, 
Vinson-Trammell, renegotiation and otherwise. He will be available 
also to answer questions of a technical nature. He pointed out to me 
something of interest based on your comments about the history of 
Vinson-Trammell. 

We have in the audience today Mr. Alexander Kirk, who was on 
the Renegotiation Board back in World War II days. If we need 
him, we have an expert that goes back this far. 

To try to answer your earlier question as to when the act did or 
did not apply, it was only applied for 5 years prior to 1976. As best 
we can recall, it was in the period from the time the act was passed 
imtil 1939. It was about 1940 when the first Renegotiation Board was 
established, and these Boards were fairly continuous from that time, 
only there were a series of various enabling statutes for them. 

I think it was in 1951 when reorganization changed from being 
administered by the Defense Department, or probably then the De- 
partment of War, over to an independent Board. It was 1951 that 
really saw the establishment of the first independent Board outside 
the Defense Department, but there was during World War II a con- 
tinuous Board under the Defense Department or Department of War, 
which was looking at excess or war profiteering in those times. 

Senator Morgan. No doubt suspended or superseded Vinson-Tram- 
mell during the war period ? 

Mr. Church. Exactly. 
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Senator Morgan. It is likely that it would have been, but I didn't 
know what it was. 

Mr. Chxtrch. The Department of Defense has certain obligations 
under the Vinson-Trammell Act, basically to include its requirements 
in all our contracts, to prescribe a reporting form to reach agreement 
with the Treasury on the method of computing excess profits, which 
we are still in the process of doing, to designate certam exemptions 
and to audit and inspect the books of the contractor or subcontractor 
for covered supplies. 

Right now, we in the DOD are simply stuck with the Vinson-Tram- 
mell Act. It is on the books; it is the law. We have no choice but to 
proceed with its implementation. That we have been moving with all 
due deliberate speea is probably the best way to characterize it. We 
have been moving rather slowly in trying to look at the many facets 
of it and trying to come up with a regulation or procedure which is 
the least onerous on our contractors. 

However, the way we look at it, even the least onerous regulation 
will have a devastating impact on our defense industrial base. 

As was pointed out here earlier, it certainly is going to affect many 
small contractors, as well as large contractors. Some industry esti- 
mates are that up to 40 percent of our current suppliers would simply 
stop accepting orders; 20 percent would look at it on a case-by-case 
basis to see what their profit margins are on that particular product, 
in order to determine whether or not they want to respond to our 
requirements. 

It is a vexing problem for prime contractors, but even more so as 
we get below the prime level. It is an enormously costly effort of try- 
ing to keep records for each set of supplies or goods which a contractor 
is manufacturing. It is estimated, as was mentioned earlier, that it 
may be up to $80 million, maybe three times that amount, in paper 
work and additional costs throughout the defense contractor 
community. 

Obviously, the $10,000 threshold in today's world is a very small 
sum and would cover almost everything we do. It does not seem to 
make a lot of sense to attack only airplanes and ships if you are going 
to talk about profit limitation. I think it was pointed out well that 
some of our major and most expensive systems are missiles, electronics, 
spacecraft, tanks, and the like, which are not covered by profit 
limitation. 

In looking at the overall need for a profit limitation beyond that of 
the outright repeal of Vinson-Trammell, because there has been a dis- 
cussion of that from some of the witnesses, and I think it needs to be 
looked at, we must ask what follows, if anything, Vinson-Trammell? 

We in the DOD believe there is a case for a reasonable and work- 
able profit limitation statute as a matter of public policy. When we 
say *^easonable and workable" we mean one which really attacks the 
majority of the dollars, but is done in a manner that is the most cost 
effective. By that, I mean that any recoupment would in fact be for 
real windfall, imearned profits and still would require the minimal 
administrative effort. 

It was testified here earlier today that we might need 13 people. I 
don't know where that figure came from. The fact is I would envision 
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a reasonable, workable profit limitation as being one that we would 
need literally no new people to administer it; one that we could ad- 
minister with our present staff. 

We need only look at a few peculiar situations and this could be 
accomplished by self -certification by contractors. We do many other 
areas of our business under self-certification. I don't see why we could 
not here, when at the conclusion of his work, when he has determined 
that he has a profit in excess of whatever the prescribed amount is, 
then he could say that "I do" or "I do not." If he does not, then it need 
not go any further. He does not even have to report on it. 

If ne does exceed the limitation, then he needs to so state. Thwi we 
will look to see what are the available offsets, such as performance 
incentives or other kinds of incentives on the contract. I believe the 
affected contractors would be only a handful even considering those 
that might qualify under the Patterson bill. 

I thific Congressman Patterson is talking in terms of 800 prime con- 
tracts that mi^t exceed $5 million in the sole-source environment, and 
I think it would be only a handful of those that would qualify for 
certification of profit in excess of the amount he is talking about — 15 
percent. 

There are certain portions of negotiation of a contract where the 
current rules are not totally applicable or do not cover all situations. 
Subjective contingencies are included in a contractor's price. Public 
Law 87-653 prescribes the submission of certain data which goes to 
the facts ; it has to be current, complete and accurate. 

But not all determinations and negotiation of contract prices can be 
made on facts. There have to be a number of subjective determina- 
tions; then we get to the bottom line, the markup that is added onto 
the cost. These subjective determinations are not covered by Public 
Law 87-653 or the Cost Accounting Standards. The contractor, if he 
is negotiating a cost reimbursible type contract, including cost reim- 
bursement incentive contracts, is limited to a 15-percent final profit 
and markup; but in other contracts the markup can be whatever he 
can negotiate. 

There is no limitation of markup on a fixed-price contract. There is 
no audit for fixed-price contracts after the fact. Once a fixed-price 
contract has been negotiated and settled, only an examination of 
records clause would provide for audit. So, indeed, he can attempt to 
increase his profit through these negotiations. When he is in a sole- 
source environment, the Government does not have the leverage in all 
cases, particularly in the Defense Department, where we are working 
a^gainst threats outside the United States, where national security is 
literally at stake, and where we must move as rapidly as possible to 
obtain needed supplies and equipment. 

I know the chairman and many on the Armed Services Committee 
are very concerned about the speed with which we need to get an initial 
operational capability of some of these systems. The negotiating 
process cannot be stalled for long periods ; it must move forward. 

Yet, also, the chairman is aware that in many circumstances there is 
only one contractor in the United States, particularly at the prime 
level, who is capable of building a major weapon system. Therefore, 
we think that a reasonable kind of profit limitation would provide 
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the kind of overall public measure of assurance that when we do run 
into a windfall profit situation, that is where the contractor literally 
has negotiated a situation that inures to his benefit without his having 
earned it or without becoming more efficient these profits will be re- 
couped. There are only a few situations in which this would occur. We 
think that for the most part our negotiators do an outstanding job. 
We do not think our contractors are unfair in trying to negotiate un- 
reasonable markup situations, because it is the final profit fliat a con- 
tractor earns which makes sense to him. 

The markup is only a going-in position of where he has a crack at 
that profit ; it is really after the work is all said and done that we find 
out what the real profat is. 

We would like to see a profit limitation situation that would set a 
percentage of sales which that final number could not exceed, and not 
seek to limit that which is going in, although obviously it would in- 
fluence that markup. 

We think that the assertion that profit limitation should only apply 
in times of war or declaration of war by the Congress is inadequate. 
With the threats we face today and the Soviet challenges around the 
world, one can argue that the buildup and requirement to catch up is 
such that we are indeed in a situation now where we must move for- 
ward as if we were almost in a war scenario. 

There is a very fine line between conditions that exist outside of a 
declared war and those that are within a declared war with respect to 
defense contracts. 

That concludes summarizing my prepared statement. We certainly 
are prepared to answer any questions that you might have with 
respect to our views on profit limitation. Thank you. 

[The prepared statement follows :] 

The Department of Defense's Pbepabed Statement on the Vinson-Tbammell 
Act and the Need For Profit Limitation Legislation by Mr. Dale W. 
Church, Deputy Under Secretary of Defense For Acquisition Policy 

Mr. Chairman and members of the committee, I am pleased to present to you 
today the views of the Department of Defense concerning the Vinson-Trammell 
Act and the need for profit limitation legislation. 

BACKGROUND OF THE VINSON-TRAMMELL ACT 

The Vinson-TrammeU Naval Parity Act of 1934 (Public I^w 73-135, 48 Stat. 
506, as amended (1934)) limits profits on contracts and subcontracts for com- 
plete Naval vessels (and parts thereof) to 10 percent, and for complete military 
aircraft (and parts thereof) to 12 percent, of final contract prices. The require- 
ments of the act were suspended by the Renegotiation Act of 1942 (54 Stat. 245 
(1942)) and 1951 (50 U.S.C. App. §§1211-33). With the September 30, 1976, 
expiration, without renewal, of the Renegotiation Act of 1951, the requirements 
of Vinson-Trammell again became operative. 

While the act is administered by the Department of the Treasury, the Depart- 
ment of Defense has the following responsibilities and authorities : 

(1) To include the agreements required by the act In all contracts for covered 
supplies. 

(2) To prescribe the form of a report to be made under oath to the Department 
of Defense by contractors and subcontractors. 

(3) To reach agreement with the Secretary of the Treasury on the method of 
computing excess profits. 

(4) To designate for exemption, certain contracts or subcontracts for sden- 
tiflc equipment for communications, target detection, navigation, or fire controL 

(5) To audit and inspect the books and manufacturing spaces of the plant of 
a contractor or subcontractor for covered supplies. 
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On October 26, 1979, the Department of the Treasury published proposed rules 
for implementing the act. This was necessary since their regulations were last 
issued in 1939 and were seriously outdated. The Department of Defense published 
proposed rules and a reporting form on December 26, 1979. At the same time we 
sought comments on two matters where we disagree with the rules proposed by 
the Department of the Treasury. 

The Administration and the Department of Defense firmly believe that the 
Vinson-Trammell Act, in Its present form, is an outdated statute which should not 
be implemented. Implementation of the act would be costly, imprudent, and 
would seriously affect the industrial base necessary for the defense of this 
nation. Unfortunately, the Departments of Treasury and Defense have no 
choice at this point other than to proceed with its implementation. We hope that 
this antiquated and flawed act can be replaced with a profit limitation statute 
which is reasonable, workable, cost effective, and meets the public policy need for 
profit limitation on defense contracts. 

PROBLEMS WITH THE VINSON-TRAMMELL ACT 

There are a number of serious problems associated with implementation of the 
Vinson-Trammell Act. While most of these are administrative, we believe imple- 
menting the act would have a devastating impact on the industrial base. While no 
precise figures are available, we understand that surveys conducted by industry 
associations indicate that as many as 40 percent of the smaller subcontractors 
who have business covered by the act would simply stop accepting orders sub- 
ject to record keeping and profit limitation required by the act. Another 20 per- 
cent would look at each order on a case-by-case basis and only accept orders for 
items with profit margins that are less than the limits imposed by the act. Many 
of these firms are in high technology areas and supply items that are critical for 
our aircraft and ship systems. 

The most significant administrative problem is determining which items in 
contracts and subcontracts are covered by the act. While this is not too difficult 
at the prime contract level, it is a most vexing problem with first and lower tier 
subcontracts. These subcontracts may include quantities of material or supplies 
destined for both end items covered by the act and for material inventories or 
stocks of spare parts, which would not be covered by the act. This wouM result 
in only a portion of the subcontract being subject to the profit limitation, and 
create an enormous and costly record keeping and accounting problem for these 
suppliers. 

Due to inflation, the $10,000 threshold for application of profit limitation has 
resulted in an expansion of contract and subcontract coverage far beyond what 
was envisioned in 1934. A $10,000 contract in 1934 is roughly equivalent to a 
$50,000 contract today. We estimate that this factor alone will result in a four- 
fold increase in the relative number of contracts and subcontracts that would be 
covered, and the number of reports that would be submitted to both the Depart- 
ments of the Treasury and Defense. 

The limited applicability of the act to only naval vessels and military aircraft 
leaves a whole array of defense equipment outside the scope of any profit limita- 
tion legislation. We do not believe it makes sense to apply a profit limitation to 
military aircraft and naval vessels and at the same time have no limitation on 
contracts for missiles, electronic systems, spacecraft, tanks, military vehicles, 
munitions, and other items essential for defense. 

THE NEED FOR PROFIT LIMITATION LEGISLATION 

While we believe the Vinson-Trammell Act in its present form is outdated, and 
will be impossible to effectively implement, we also believe that there is a need 
for a reasonable and workable profit limitation statute as a matter of public 
policy. 

There are certain market environments where profit limitation is not required, 
or desirable as a matter of public or economic policy ; these include : 

Contracts awarded through formal advertising ; 

Negotiated contracts, where : there is adequate price competition ; or prices 
are based on established catalog or market prices of commercial items sold in 
substantial quantities to the general public ; or prices are set by law or regulation. 

In these markets, either competition will assure an adequate degree of reason- 
ableness in estimating and pricing, or there is a going market price established 
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independently of the Government; or prices reflect the public interest. In a 
competitive market, profits should toe considered as the reward for economical 
and efficient operations and should not be subject to any legislative limitations. 
On the other hand, there is a market environment where profit limitation is 
needed. A large portion of the total dollar value of defense contracts are nego- 
tiated in this market. I refer to the market where contracts are negotiated with 
a sole source. Here, there is no requirement or incentive for a contractor to exer- 
cise the same degree of reasonableness in estimating that would be applied in 
a competitive market environment. Firms will seek to minimize their business 
risks by assuring that prices cover all possible contingencies. We could be 
placed in a position of having to accept unreasonable contingencies because 
military requirements may not provide adequate time to reach a satisfactory 
agreement on price. To the extent that contingencies are included in a con- 
tract price, and do not materialize, excessive profits would accrue to the con- 
tractor. These profits would not be the result of economy or efficiency but rather 
the result of negotiating from a position of superior strength. We believe it is 
manifestly in the public interest that such unearned profits be recouped. 

WHY EXISTING LEGISLATION IS NO SUBSTITUTE FOB A PBOFIT LIMITATION STATUTE 

In Grovemment contracting, price negotiation is generally conducted by reach- 
ing an agreement on price, based on a set of factual data, and the judgments 
and assumptions used in projecting from these facts to an agreed to price. The 
process is shaped, but is not limited by oxst accounting standards and other 
accounting rules. Department of Defense contract cost principles will limit 
recognition of certain elements of cost, but not the total price. 

There is a need to clearly distinguish between factual data and judgments 
when considering the requirements of existing legislation. Factual data includes 
such things as historical material costs, labor hours, labor rates, and overhead 
rates. These are a matter of record and are therefore auditable and verifiable. 
Public Law 87-653, the Truth-In-Negotiation Act, requires that factual data 
submitted in connection with the negotiation of certain noncompetitive defense 
contracts be complete, current, and accurate. The Government has the right to 
obtain a price reduction if it relies on incomplete, noncurrent, or inaccurate 
factual data, and this results in a higher price. 

This law does not apply to the many judgments that are made in projecting 
from factual data in order to arrive at estimates of future contract costs. These 
judgments include such things as : 

Assumptions regarding the behavior of future labor and material price levels, 
or inflation rates ; 

Business volume assumptions which, in turn, affect estimates overhead costs ; 

Projected scrap and rework factors ; 

Anticipated testing or product failures. 

These judgments are kept reasonable, or even optimistic, by competitive pres- 
sures. On the other hand, it is human nature to be conservative, or pessimistic, 
in estimating when a contract is assured. The result of unconstrained conserva- 
tive estimates can be unanticipated, or windfall profits. There is no provision 
in any existing law which provides a means for the Government to recover these 
profits. 

My statement should not be taken to infer, however, that there are a great 
deal of windfall profits currently accruing to contractors. The evidence would 
seem to point to the fact that all too often contracts are completed with the 
contractor earning less profit than was anticipated at the time it was negotiated. 
We believe the Department of Defense, on balance, does an exceptionally good 
job in negotiating noncompetitive contracts, and this is borne out by a number 
of reviews conducted by the General Accounting Office. This does not obviate 
the need for a statutory profit limitation, however. We believe such an act would 
be in the public interest even if it were seldom invoked to recoup excessive 
profits. It would provide the public a measure of assurance that our contracting 
system is working well. 

DESIBABLE CHABACTEBISTICS OF PBOFIT LIMITATION LEGISLATION 

Based on our observations on implementation of the Renegotiation Act of. 
1961, and experiences in attempting to implement the Vinson-Trammell Act, we 
believe there are certain essential characteristics that profit limitation legisla- 
tion should embody. These are : 
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(1) There should be a concise, objective definition of what constitutes exces- 
sive profits, and how profits are to be calculated. 

(2) EfElciency and economy should not be penalized. This would involve 
exempting amounts that ca,n be objectively determined as incentives paid for 
achieving economies or efficiency in contract performance, such as amounts 
earned under performance incentive, award fees, or value engineering inc^itive 
contract provisions. 

(3) Profit limitation should apply to all commodities at all times, not just in 
times of war or national emergency. History has shown that the application of 
these labels does not always describe the true state of world or national afldirs. 

(4) Only large, noncompetitive Department of Defense contracts should be 
made subject to profit limitation. We estimate that the following dollar thresh- 
olds would result in covering the indicated number of new prime contracts and 
percentage of the total dollar value of contracts awarded each year by the 
Department of Defense : 



Contract value threshold 


Contracts 
covered 


Percentace of 

contract awards 

covered 


SIO.000.000 


430 


50 


5,(Qoo!^::::::::::::::" 


850 


57 


2.000.000 


2,000 


67 


11000.000 


3 300 


72 


1500,000 - 


6,100 


78 



In our view, a $5 million threshold for profit limitation would strike a proper 
balance between the administrative cost of record keeping, audits, and other 
functions necessary for administration, and the dollar value of contracts covered 
in relation to total contract awards. 

(^) Administration should be made as simple and as economical as pos- 
sible, and every ^ort should be made to eliminate subjective judgments in de- 
termining whether excessive profits exist and are to ]t>e recouped. If this Is 
done, the opportunity for disputes and litigation will be minimized, and it 
would not matter whether the Department of Defense, or an independent agmcy 
administers the statute. 

(6) The upper limit set on profits should be consistent with existing laws, 
regulations and policies ; should make good economic sense ; and should be suffi- 
ciently high so as to allow for a spread of realized profits consistent with rates 
of profit currently anticpated in contract negotiations. 

That concludes my prepared statement. I will be happy to answer any ques- 
tions you may have on this subject. 

Senator Morgan. Thank vou, Mr. Church. 

Let me ask you, in the beginning, if you can repeat for the sub- 
committee, the status of DOD's proposed rules ? 

Mr. Church. We held a hearing on February 19, which Major 
Jacobs chaired. There was a good turnout of both industry and other 
commentators on the subject. We received a lot of good comments. 
We are having a record prepared which we will provide this subcom- 
mittee as soon as it is available. 

It is our intention to proceed with additional hearings, because of 
the turnout at the first one. We will hold these in at least two or three 
other areas of the country in the next month, with the goal of wrapping 
it all up and meeting with the Department of the Treasury to try to 
negotiate a final settlement of our differences sometime in April. 

There are two distinct differences between DOD and Treasury that 
I might point out : One is in the area of what rules we use to calculate 
profit, that is, do we use the rules in section 15 of the Defense Acquisi- 
tion Itegulation, or do we use the IRS rules by which they measure 
profit for tax purposes ? 
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Interestingly enough, we prefer the latter, because if we use section 
15, many small contractors will have to go through a whole new set 
of rules with respect to accounting for costs. Yet all of these contrac- 
tors are taxpayers and use IRS rules for all their tax accounting. We 
think that a dual effort won't make that much difference, but it cer- 
tainly will cause contractors a lot of extra work. We think that is to- 
tally unnecessary. 

The second has to do with the completion of performance of the con- 
tract. The IRS would look to partial deliveries constituting a comple- 
tion and therefore a contractor would have to make determinations 
throughout the life of the contract and try to allocate costs and profits 
to units as he delivered them. 

We think that is a very arduous way to go about it and would look 
to the final delivery of the contract when all is said and done, and 
when the cost results of the contract are known. That would be our 
approach. 

There are some other minor differences, but those are the two fun- 
damental differences between us at the present time. I do not want 
to imply that our differences cannot be reconciled. This is a continuing 
process and is not a stalemated negotiation by any means. We are both 
still trying to convince the other. I think there is room to reach an 
agreement. 

Senator Morgan. I was going to ask you if you would give us a 
sunmiary later on of the comments that were received from the in- 
terested parties on your proposals. You mentioned that you were pre- 
paring a transcript of the hearings. Would that include some of the 
comments made on your proposals f 

Mr. Church. That would include all the comments made at those 
hearings, yes, sir. 

Senator Morgan. If you have any written comments that were 
submitted outside of the hearings, we would like to have those, too. 

Mr. Church. Yes, sir ; we will provide those. 

[The information is retained in committee files.] 

Senator Morgan. Is it the Department's view that under the law 
POD and Treasury must agree on the proposed regulations drafted 
by IRS before they can go into effect, or is your role merely advisory 
in this matter? 

Mr. Church. We believe that the statute clearly requires that we 
reach agreement with the Department of the Treasury regarding the 
method of computing excess profit. We think that can be done. 

I do not want to give the impression that somehow we are dead- 
locked in disagreement with>the Department of the Treasury; we are 
not. 

Senator Morgan. Let us look at current profit levels now, as we 
understand them to be. 

Have you estimated the amounts that would be recovered as excess 
profits under this Vinson-Trammell Act if it were applied, for ex- 
ample, to contracts for ships and aircraft completed in the calendar 
year 1979? 

Mr. Church. In looking at the 1934 act. what would be the esti- 
mated recoupment of profits? I would like to ask Major Jacobs to 
answer that. 
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Senator Morgan. Major? 

Major Jacobs. We cannot provide that information, Senator, be- 
cause we do not have access to information on what the profits are 
on the completed contracts to which the act would apply. 

We, of course, do have profit data on what we think we negotiate 
when a contract starts, but we don't have the data that reflects the 
profit when a contract is completed. 

Mr. Church. Many of these contracts would be of the fixed price 
variety. Literally once a contract is negotiated that is the last audit. 
It is only when we have a cost reimbursable type contract that we 
would know what actual profit was finally realized. 

Senator Morgan. Do you have any way of forming an opinion or 
conclusion as to whether or not there would be substantial excess 
profits recovered if this act were to stay in place ? 

Mr. Church. It is hard to look credible and say you can't compute 
them and then in the next breath say they would be substantial. Our 
earlier studies that have been done by people such as the Logistics 
Management Institute, indicate that final profit levels are well oelow 
the Vmson-Trammell limitations of 10 percent and 12 percent. In the 
fixed price area, one would have to guess, and it is just a pure guess 
based on those studies, that not very many of those individual con- 
tracts are going to be over 10 or 12 percent. All we see are the averages 
and the averages are far below that. 

We might have a few that would go over that but we don't really 
know and I would guess the amount is far less than the cost of ad- 
ministration. 

Senator Morgan. In other words, it would be your estimate now 
that the amount would probably be less than it would cost to adminis- 
ter the act? 

Mr. Church. If I had to guess that would be my guess, yes. 

Senator Morgan. Do you know what the average profit on defense 
contracts is and does that average profit vary from item to item? Or 
how does it vary? 

Mr. Church. We have records of what our markup is, that is the 
profit negotiated as we go in. We do not have records on realized 
profits b^use as I said, contractors are not very excited about letting 
you know what they have done on a fixed price contract. When Lo- 
gistics Management Institute performs a study, we set statistics back 
not by contract but in total. I say again that the averages are* far less 
than the Vinson-Trammell limitations; The profit objective numbers 
are typically in the range of 6 to 12 percent depending on what Wnd 
of contract it is. On cost reimbur^ble contracts it is about 7 percent: 
On fixed price contracts it is roughly about 11.5 percent. 

Between 11 and 12 percent, around 11.5 and around 7 percent or 
slightly under on cost reimbursement contracts depending on whether 
they have incentive clauses. So, profit objectives are typically under 
the 10- and 12-percent limitations respectively. 

Senator Morgan. I am familiar with some of the difficulties that 
the Renegotiation Board had, but in your own judgment have there 
been specific instances in the last 5 or 10 years where you feel tliat 
there have been contracts for ships or aircraft on which excessive 
profits were realized ? 
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Mr. Church. I know of no specific instances on contracts for ships 
or aircraft where excessive profits have been realized. As a matter of 
fact, as the chairman probably knows in both of those areas, the typical 
profit is far less than the limitations. Even the going in profit is far 
less than the limitations. 

Senator Morgan. The theory of Vinson-Trammell in renegotiation 
is to compute the profit actually earned after the fact and then make 
a judgment as to whether or not it was excessive. Many have argued 
that this process is not necessary or desirable in the context of a con- 
tracting system that contains many controls at the negotiation stage. 
I think you addressed some of these, truth in negotiation, cost ac- 
counting standards and some other safeguards. 

Do you subscribe to the view that these standards and safeguards 
are adequate? 

Mr. Church. As I testified earlier, I think that they are excellent 
tools coupled with a professional work force which applies them very 
well. There are a few sole source situations where the Government 
is placed at a disadvantage; when DOD is in a huriy to try to meet 
a national security objective, can take advantage of the situation and 
put in, and I don't mean to imply dishonesty, but simply put in every 
single contingency that he mi^ht face. If in fact those contingencies 
don't comQ to bear then he achieves a windfall situation, that is, he did 
nothing to particularly earn them. He just put big numbers in his price 
to start with. 

Now in a sole source environment, unfortunately the contractor's 
motivation to get his costs up to the highest level is the same whether 
or not you have a profit limitation. That is, if he is prone to do that 
and you are in a sole source environment, you don't demote him or 
promote him to get his costs up because still the going in profit objec- 
tives are likely to be numbers that are going to be within even a 15- 
percent kind of guideline. But it is in those few sole source situations 
that I think public confidence needs to be placed in a statutory profit 
limitation so that they know that contractors cannot simply take 
advantage of unearned or exploited situations. 

Senator Morgan. That is one of the areas that we will be looking at 
as we work on this bill. 

Let me go back to your statement. In your statement you indicated 
that it would be your preference, and I assume you speak for the 
administration on this, you said it would be your preference to have 
a profit limitation system that focuses only on sole source contracts. 
I don't understand in theory why it is not possible to have unexpected 
or unanticipated profits above a reasonable level on a competitively 
negotiated contract or even on sealed bid contracts. Should we not be 
focusing on the end result here and not necessarily the type of contract 
involved? 

Mr. Church. No; quite frankly we believe that where there is a 
competitive market situation, competition will serve to keep costs and 
profits reasonable. Public Law 87-653, the cost and pricing data stat- 
ute, does not apply to those contracts either. We like to take advantage 
of the commercial marketplace and the pressures that it creates to 
keep prices and profits reasonable, and we do. 

where we do, we cut down on administrative costs. If there exists 
the rare situation where a contractor was able to compete and still get a 
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good profit, then perhaps it might be argued that in a way he has 
earned it; that in the context of the market environment that he does 
it so much better than his competitors that he is able to achieve a lower 
cost, and I think that is part of the American free enterprise system 
and we do not want to concern ourselves with that. 

Senator Morgan. Suppose you are dealing with a situation in which 
you do have competitive bids, you are dealmg in a new field of tech- 
nology where the reasonable cost estimates of some components or 
parts are not actually available. It later turns out that the cost esti- 
mates, even where you had more than one bidder, were grossly in error, 
does it not seem reasonable that there ought to be some way to limit 
or recover the profits or recover some of the excess profits? Do you 
follow what I mean ? 

Mr. Church. What you are describing is a situation which is really 
not competitive. It is not a competitive environment in the way that 
we define it with our rules pursuant to Public Law 87-653. You are 
getting into the area where you have more than one source but it is 
not adequate price competition as we would define it. Just because you 
have more than one potential supplier, it does not mean that a con- 
tractor would be exemi)t from profit limitation. In those few circum- 
stances you are describing, you are in that area that can be described 
as not having adequate price competition within the meaning of the 
exemption. 

Senator Morgan. Do you think the description "adequate competi- 
tion" would be able to cover such a situation ? 

Mr. Chdrch. As Major Jacobs was pointing out you have to limit 
it to price competition. 

Senator Morgan. In your prepared statement you said that a large 
number of subcontractors, in your opinion, would not participate an 
defense work if these profit limitations contained in this Vinson-Tram- 
mell Act were left intact. Could you describe a little more fully the 
study that brought you to this conclusion ? 

Mr. Church. They were surveys conducted by some of our industry 
associations and maybe Major Jacobs remembers some of the names 
of the associations. 

Major Jacobs. It was the American Electronics Association that 
conducted the survey. It is an association that compromises a much 
larger number of smaller electronic companies than does the Elec- 
tronics Industries Association (EIA) . 

Senator Morgan. I rather suspect that some of these contractors 
might have little choice inasmuch as most of their work may very well 
be for the Defense Department. But that is something we can look at. 

Mr. Church. At the subcontract level they usually have a broader 
base although obviously there are some subcontractors who have no 
choice. It is where they have a product that is sold in several markets, 
like a standard component manufacturer, which would cause .a great 
deal of difficulty. They may even opt not to provide us with some of 
their components which indeed are some of the finest we can have, and 
d^iy us the technology that we badly need to incorporate in our 
systems. 

Senator Morgan. The studies you indicated were made by trade as- 
sociations. Has the Department done any independent study or studies 
on this question? 
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Mr. Chukch. Not «s such, although we have been deluged in the 
last 2 or 3 years with the potential activation of Vinson-Trammell by 
many people who have pointed out to us the problems it creates and 
the hardship on all of our contractors, particularly the small 
contractors. 

Senator Morgan. Moving on to the cost of compliance, Mr. Ohun^h — 
we are going to be hearing from the industry a little later on in these 
hearings — ^I want to ask you whether you have any estimate of the 
cost of complying with the Vinson-Trammell reporting and record- 
keeping requirements and will these reports require different types of 
accounting procedures or data than that required for other con- 
tract compliance purposes ? 

Mr. Church. Our estimate was $80 million a year. We also pointed 
out, as did some of the earlier witnesses on giving that figure, that 
the number could easily be two or three times that. We just don't know 
how many of our contractors will be affected. We know the number 
is large. As far as additional paperwork, clearly it requires additional 
forms, additional accounting records for the contractor to fill out and 
for us to review and to audit. 

Senator Morgan. I know that you have worked with IRS in devel- 
oping these proposed regulations to be implemented under Vinson- 
Trammell. Let me ask you a few questions about some of the possible 
problems of administration. First, as you mentioned in your state- 
ment, the problem of subcontractors who supply components, only 
some of which are destined for ships or aircraft. Are there other 
problems associated with the limitation of the ships and aircraft? 
Has the issue been litigated during the 2 years that the act was in 
effect during World War II or after World War II ? 

Mr. Church. There was some litigation in the 1930s. What there 
was was totally inappropriate for tcSay's time so there is very little 
to guide us from the period of the time when the act was in force. 
Clearly at the $10,000 threshold, there are hundreds of thousands of 
orders that are placed not only by ourselves, but by prime contractors 
and their first and lower tier subcontractors that would be affected. 
At that level many of those contractors don't account for a product in 
terms of a particular batch, or items that come off our line versus 
another. 

They do accounting by a product line, and as such it would be ex- 
tremely difficult for them, and they would have to put in a very costly 
accounting system, to try to account separately for what they sold to 
the Defense Department. They would in all likelihood tell us to take 
our business elsewhere. 

Senator Morgan. Isn't it likely in some cases you would be buying 
certain components to be used in ships or aircraft and at the same 
time you would be using the same components for other purposes? 

Mr. Church. Quite clearly. 

Senator Morgan. Those that go in ships and aircraft would be lim- 
ited by Vinson-Trammell. Those going for other purposes would not. 

Mr. Church. Quite clearly. 

Senator Morgan. The IRS regulations seem to require that incen- 
tive awards be added to the contract price in computing liability. Do 
you think this is wise in your view? Is it required by the act? 
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Mr. Church. The act does not exempt incentive awards. I think it 
is a bad idea just on the face of it. I am in favor, if at all possible, 
of exempting any kind of incentive provisions or awards from any 
kind of profit limitation whatsoever, Vinson-Trammell or otherwise. 
Senator Morgan. One of the most frequently heard criticisms is that 
the Vinson-Trammell Act actually encourages contractors to inflate 
costs. Do you agree that it has that eflfect or could have? If you do, 
give us an example of what you are thinking of. 

Mr. Church. That line of reasoning assumes that since excessive 
profits are defined as a percentage of cost, then to get profit down rela- 
tive to cost, the best way to do it is to increase costs. Of course that 
is true in almost any sole source environment. As I pointed out earlier, 
typically the negotiation for the profit is based on a percentage of the 
estimated cost. We are looking at that in our new profit policy which 
is a whole new subject. I won't try to bring that one up today but we 
are very concerned that some of our procedures may demotivate rather 
than motivate contractors to cut costs. We would like to see them be 
able to retain profits that they would have achieved had they not 
found a way to cut costs. We don't want to cut their profit at the same 
time because then there is no motivation for them to cut costs. 

Senator Morgan. If the Congress should decide to keep this bill or 
to enact some alternative bill, would it be better to compute profit in 
some other way, such as percentage of capital investment or equity? 
Would this in any way encourage companies to hold down the coste? 

Mr. Church. The problem with that approach is that you liave 
so many variations in return on investment from one sector of the 
economy to the next. Some contractors require very high investment. 
Others require very little investment. It does not make sense to try to 
motivate contractors to increase their investment to get a higher 
percentage of profits if they don't need to make the investment. In 
practically every SIC code you would have to determine what would 
be an appropriate profit on equity or profit on investment, then you 
have to look at rates of cash flow. 

As a matter of fact, most businesses do a lot of their profitmaking 
through very effective cash management systems where they turn their 
money over the maximum number of times each year. You have to 
include all these factors; it gets to be a very complex formula. I don't 
see how you could compute profit that way without looking into those 
various factors. 

Senator Morgan. You know, we have one bill to completely eliminate 
the V mson-Trammell Act. We have another one to suspend part of 
It or to increase the limit, the minimum limit, and others to modify 
It. If the Congress should see fit to modifv it or to enact some similar 
piece of legislation, some form of profit limitation, would vou prefer 
that It be administered by DOD or by IRS? 

Mr Church. Clearly, we in DOD feel that we are not only quali- 
ned, but m the best position to administer it. I know from mv dis- 
cussions with the IRS they would be more than pleased to have us 
CIO so. 

Senator Morgan. I am sure they would but would it not put you 
m an awkward position to negotiate the contract in the first place and 
then turn around and decide whether or not there has been an excess 
profit made? 
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Mr. Church. If we do have a profit limitJ\,tion, and I do support 
a simple one, it should be simple enough that the administration would 
not require a large staff to look at it: that would be an objective 
sort of test; one that would be straigntforward and would not be 
subject to allegations of manipulation. Hopefully such a limitation 
oould be administered on a self -certification basis, where the contractor 
would be the one that would trigger the review and there would be so 
few reviews that the staff requirement woilld be very minimal and 
could be done with a minimum disruption of the DOD process. 

Senator Morgan. You don't think your original negotiators would 
be less careful because they feel they could pick it up later on if they 
made a mistake or if the profits were greater than they had antici- 
pated? 

Mr. Church. No ; because first of all the going in j)rofit position is 
far less than a number like 15 percent; our profit objectives are cur- 
rently about 10.6 percent. So, at least with the 15 percent that Con- 
gressman Patterson has proposed you are high enough above the going 
in profit position of negotiations that there certainly is no incentive 
for negotiators to be less careful because of profit limitation. 

Senator Morgan. Let me ask you a series of questions that we are 
interested in. What is covered by the Profit Limitation Act ? For in- 
stance, a radar that goes on a ship, plane, or tank. 

Mr. Church. The radar that goes on a ship or plane is subject to 
the Vinson-Trammell Act unless it has been exempted as an item of 
scientific equipment. Clearly a radar that goes on a tank is not sub- 
ject to the Vinson-Trammell Act. 

Senator Morgan. It would not apply at all ? 

Mr. Church. It would not apply at all. 

Senator Morgan. What is an aircraft? Are missiles included in 
aircraft? 

Mr. Church. All of our interpretations are looking at aircraft as 
a manned, air-breathing device, not including either remotely piloted 
aircraft or missiles. 

Senator Morgan. In other words, it would have to be manned 
aircraft? 

Mr. Church. That is our interpretation. 

Senator Morgan. What contracts should be covered under the 
Vinson-Trammell Act, what subcontracts? 

Mr. Church. It would be all that exceed $10,000 in value under the 
current act. 

Senator Morgan. Should fuel be covered ? 

Mr. Church. Would fuel be covered ? 

Senator Morgan. Yes. 

Mr. Church. Maybe Major Jacobs can answer that one. I think that 
if it is in the ship when it is accepted, it is covered, but if the ship sails 
out of port and then comes back and gets filled up, then the fuel is not 
covered. Isn't that right? 

Major Jacobs. Yes. 

Mr. Church. For example, even such things as the toilet paper and 
other equipment aboard which are all subject to the act if there is more 
than $10,000 worth. The ship would have to sail out of port almost 
empty and at least make one sailing before it gets provisioned. 
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Senator Morgan. That is right. Then if missiles went on the ship 
they would be covered too if they weren't in the beginning. 

Mr. Church. It could be interpreted that way. 

Senator Morgan. What constitutes scientific equipment used for 
communications, target detection, navigation, or fire control ? In other 
words, this is all avionics? 

Mr. Church. Practically all the electronics that go into an aircraft 
or ship could fall within that definition. Back in 1934 when you looked 
at what went into a ship or an aircraft, it is different from what it is 
today. Since we have had almost no interpretations since then, it would 
be our intent to try to look at the legislative history and intent of the 
1934 act for ships and aircraft and try to apply it accordingly. Needless 
to say we hope that the Congress will take care of this for us. 

Senator Morgan. I was gomg to ask you what you would consider 
completion of a contract. You have already indicated that maybe it is 
the date when the ship sails. Would it be date of delivery, final pay- 
ment for substantial performance ? 

Mr. Church. If it were a contract for three ships it should be com- 
pleition of all three ships, not just one. That is part of our concern witli 
the IRS. They are talking about applying it to partial deliveries 
against the total contract. Our interpretation would be when all itons 
are delivered and the contract is totally completed and prices and costs 
are reasonably established, then we add up the contractor's costs and 
compute what his profit margin is. ThaJt is the way we would prefer to 
define contract completion. 

Senator Morgan. Suppose this Congress does not do anything about 
the act, would the contracits that were entered into prior to the expira- 
tion of the Renegotiation Act be subject to it, if they had been revised 
since then? 

Mr. Church. It is my understanding that the Vinson-Trammell Act 
applies to receipts and accruals which are not subject to the Renegotia- 
tion Act. Clearly some modifications would be subject to Vinson- 
Trammell. 

Senator Morgan. Suppose they were entered into before that and 
then you come back and revise the contract ? Would you consider that a 
new contract and subject to the Vinson-Trammell Act? 

Mr. Church. If the change was over $10,000 I believe it would be 
subject to Vinson-Trammell. 

Senator Morgan. What should be the applicability or interface of the 
cost accounting standards ? 

Mr. Churh. Which standards ? 

Senator Morgan. Cost accounting. 

Mr. Church. How would they affect Vinson-Traanmell? I am not 
sure I understand the question. 

Senator Morgan. How would they interface with the work that 
would be necessary under Vinson-Trammell? 

Mr. Church. I don't see ai.y conflict between cost accounting stand- 
ards as such and Vinson-TrLmanell. The conflict gets into IkS rules 
and how they compute profit for tax purposes versus how we in the 
Defense Department might view allowable costs with respect to estab- 
lishing prices. That is where it gets confusing. 

Senator ^organ. Did you hear Congressman Patterson testify or 
are you familiar with his bill ? 
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Mr. Church. I heard him testify and I am familiar with his bill also. 

Senator Morgan. Would the Department of Defense give an indica- 
tion of the scope of this bill in terms of dollar volume and numbers 
of contracts for fiscal year 1981, noting that the budget authority for 
procurement contained iii the pending fiscal year 1981 Department of 
Defense budget request is for $40.5 billion? 

Mr. Church. We will use the $40.5 biHion figure to make that com- 
putation, and provide it for the record. 

Senator Morgan. Should a Profit Limitation Act be implemented 
by including a self -deleting clause in each contract, in which final 
determinations on applicability would be made by the agency charged 
with enforcement ? 

Mr. Church. As I mentioned previously, profit limitation should be 
on a case-by-case basis with a self -certification provision. We believe, 
however, that the administering agency should be empowered to make 
final determinations on applicability and excess profits. 

Senator Morgan. Mr. Secretary, I have a number of specific ques- 
tions that are generaUy applicable to the Patterson bill or which relate 
to them. I wonder if it would not be well if I submitted these questions 
and asked you to reply for the record so that the staflf can nave the 
benefit of your thinking on these. 

Mr. Church. Certainly, Mr. Chairman, we shall do so. 

Senator Morgan. We will get these questions to you. 

Now in concluding let me get two or three matters straight. Is your 
opposition to the implementation of the Vinson-Trammell Act as it 
now stands and your advocacy of a more limited profit limitation sys- 
tem the official policy of the administration? 

Mr. Church. Yes, it is, sir. 

Senator Morgan. Is the alternative that you suggest in your state- 
ment similar to the bill introduced in the House of Representatives by 
Mr. Patterson that we talked about earlier? 

Mr. Church. Yes ; the administration, in principle, supports Con- 
gressman Patterson's bill. 

Senator Morgan. If the subcommittee were to opt for some rela- 
tively minor changes or revisions in the Vinson-Trammell Act in order 
to correct some of the more obvious shortcomings and defects that we 
have talked about, what changes would you recommend as having the 
highest priority? You may not be in a position to answer that but if 
you can, good. If you can't, would you do it for the record? 

Mr. Church. I think it would be preferable to do that for the record 
if I could. 

[The information follows :] 

While we do not believe that minor changes to the Vinson-Trammell Act would 
correct its many shortcomings, we believe the following changes, in the priority 
indicated, would relieve prime, and subcontractors of a good part of the enormous 
administrative burden of complying with the act: 

1. Increase the dollar threshold to $5 million. 

2. Exempt competitive contracts and contracts for commercial items. 

3. Limit the subcontract flow down to first-tier subcontractors. 

4. Increase the profit limitation for both ships and aircraft to 15 percent 

Senator Morgan. Mr. Secretary, we thank you for coming. We 
will have additional questions later on. I think that will suffice for 
today. We appreciate your coming. 
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Mr. Church. Thank you, Mr. Chairman. 

Senator Morgan. Mr. Jerome Kurtz, the Commissioner of Internal 
Revenue. 

Mr. Kurtz, we are delighted to have you with us. 

STATEMENT OF JEBOME E?£TZ, COMMISSIONEB, INTEBNAL B]SY' 
ENTTE SEBVICE; ACCOMPANIED BY BOB BBOWN, OFFICE OF TAX 
LEGISLATIVE COUNSEL, TBEASUBY DEFABTMENT 

Commissioner Kurtz. Mr. Chairman and members of the subcom- 
mittee, I appreciate this opportunity to discuss the administration of 
the Vinson-Trammell Act. 

Under the Vinson-Trammell Act, the Treasury Department is re- 
sponsible for the collection of any excess profits on Government con- 
tracts for the construction of naval vessels and aircraft or portions 
thereof. Excess profits are defined for purposes of the act as prc^ts 
in excess of 10 percent on contracts for naval vessels or portions 
thereof, and in excess of 12 percent on contracts for aircrafts or por- 
tions thereof. Contracts are subject to the act if they involve a con- 
tract price of $10,000 or more. 

The act was passed in 1934. The profit limitations in the act were 
suspended October 8, 1940, to January 1, 1946, during the existence 
of the excess profits tax. These limitations were again suspended by 
the Renegotiation Acts of 1948 and 1951. Upon expiration of the Ee- 
negotiation Act of 1951 on September 30, 1976, the profit limitation 
provisions of Vinson-Trammell came back into effect. 

Thus, except for the approximately 2y^ years from January 1946 
to May 1948, the Vinson-Trammell provisions were suspended for the 
36-year period of October 8, 1940, through September 30, 1976. 

The existing reflations under the act require that appliostble re- 
ports be filed withm 81/^ months after the end of a taxpayer's taxable 
year. Since the act has again been in effect, the Internal Eevenue 
Service has repeatedly extended the due dates of the reports. During 
this period, the Treasury Department and Defense Department have 
woAed to update the existing regulations under the act. 

Last October, the Treasury Department published proposed regu- 
lations. In December, the Department of Defense also published pro- 
posed rules and a reporting form and requested comments on two 
aspects of Treasury's proposals. A hearing on the proposed Treasury 
regulations is scheduled for March 12, 1980. After all the commente 
are in, representatives of the Treasury Department and the Ete- 
fense Department will work to resolve differences and adopt final 
regulations. 

It is generally agreed tJiat the existing act is antiquated. Admin- 
istration of the act by the Internal Kevenue Service could be costly, 
could require extensive training of our agents in new areas, and would 
result in the diversion of scarce tax administration resources to a 
nontax function. 

In considering possible alternatives to the act, we hope Congress 
will seriously consider the costs of involving the Internal Revenue 
Service at all in the procurement area, divertmg the Service from its 
basic tax administration mission. 
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If there are to be legislative changes to the act, we hope they will 
occur before we incur the further significant costs of implementing 
the existing law. 

This concludes my prepared statement. I will be pleased to answer 
any questions you may have. 

Senator Morgan. Thank you, Mr. Kurtz. Let me say that we hope 
that whatever changes are made, will be made prior to the time that 
you have to go forward because I am not sure what the outcome will 
ultimately be, but one thing I am sure of is that there will be some 
changes. 

You referred in your statement to its being a nontax function. That 
is the way it struck me when I saw that IRS would enforce it. If this 
act is to De retained or some version of it would you prefer that it go 
back and be enforced by someone else other than the Tax Service ? 

Commissioner Kurtz. Very clearly. 

Senator Morgan. I thought I knew the answer to that one before I 
asked vou. 

In tnat connection do you think maybe it ought to be an independent 
entity other than DOD ? 

Conunissioner Kurtz. I think that is really a policy question on 
which I prefer not to express an opinion. Part of the problem is that 
all of the issues under the act are issues involving Defense procure- 
ment policy about which the Internal Revenue Service has no exper- 
tise at all. 

Senator Morgan. Has the Treasury Department taken any official 
position on whether the Vinson-Trammell Act should be implemented 
as it now appears on the books ? 

Commissioner Kurtz. No position different from the administration 
position. 

Senator Morgan. Then I take it you really don't have any recom- 
mendations as to how the act should be changed? You say that the 
Department has no real expertise in defense acquisition ? 

Commissioner Kurtz. Yes. We simply find ourselves in the position 
of an act which has been out of existence almost 40 years and suddenly 
find ourselves in a position of a statutorily imposed task to perform 
which is clearly outside the mainstream of our activity. 

Senator Morgan. As a matter of interest I wonder what happened 
during those 2 years after the war and prior to that under the act. 

Commissioner Kurtz. There was administration as evidenced by 
the fact that there are some litigated cases on the books during that 
period. 

Senator Morgan. I thought you were going to say you are still 
litigating. They probably are like some of those in the Renegotiation 
Board. 

Mr. Commissioner, the staff reminds me that you said during your 
prepared testimony that it would be a burden. I wonder if ;jrou have 
done any actual cost estimates or do you have any more specifics as to 
how you would go about enforcing it at this time, or is it too early ? 

Commissioner Kurtz. It is too early. If the act were to continue in 
effect as it now stands the cost would depend largely on the method of 
administration. That is, we are told by the Department of Defense that 
very large numbers of contracts would be involved, most of which 
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would be quite small, some of which would be very large. The cost then 
would relate to the kind of audit coverage that we would have. That 
is, as you know, with tax returns we audit a very high percentage of 
extremely large returns and a very low percentage of smaller returns. 

We would have to look at the contracts under the act and make some 
determination of audit coverage. Obviously costs could vary by extra- 
ordinary amounts depending on the extent of that audit coverage. 

Senator Morgan. Have you received any outside comments on your 
proposed regulations? 

Cfommissioner Kurtz. Yes; we have. We have received at last count 
between 80 and 90 written comments although the comment period is 
still open. Tomorrow is the last day for written comments. 

Senator Morgan. I don't know what we will do with all of them 
but I think it would be helpful to the conmiittee if you could supply 
for the record copies of those. 

Commissioner Kurtz. We will be delighted to do that. 

Senator Morgan. You might even summarize them. 

Commissioner Kurtz. I am told the comments are being summarized. 
In any event, we will be happy to furnish them for the record. 

[Individual comments were retained in the committee's files; the 
material to be furnished for the record follows :] 

Summary of Comments, Proposed Regulations re Excess Profits on Con- 
tracts FOR Naval Vessels or Miutart Aircraft 

[44 Federal Register 61611] 

Ninety-nine eomments have been received on the proposed regulations. Vir- 
tually all of them oppose the act and its implementation. Apart from opposing 
implementation, the principal arguments made in one or more of the eomments 
are: 

The definition of a "complete naval vessel or miUtary. aircraft" should be re- 
vised to exclude consumable items, such as stores, missUes, etc., tliat are i^ot an 
integral part of vessels or aircraft. Section 160.1(b). 

The definition of "contract" should expressly state that foreign military sales 
are excluded in accordance with Revenue Ruling 7^230 (197»-31 IRB 8) July 
30, 1979. Section 160.1(c). 

The definition of a "portion of a new complete naval vessel or military aircraft" 
should be clarified. Section 160.1 (k). 

The definition of "subcontract** should exclude subcontracts below the first 
tier. Section 160.1(1). 

The regulations should add a definition of the terms "construction and manu- 
facture*' to exclude research and development. 

The regulations should not be applied as of September 30, 1976, but the date of 
publication of the final Treasury Decision. Section 160.2. 

The term "scientific equipment used for communication, target detection, 
navigation, or fire control*' should be defined. Section 160.4 should provide that 
the power of the Secretary of a military department to exempt contracts for such 
scientific equipment should be delegable down to the contracting officer. 

The date a contract is completed should be the date the final contract price is 
agreed upon or when final payment is made, when either of these dates is later 
than the date of delivery. Section 160.5. Such a rule would permit contractors to 
determine their profits before having to file any reports. 

Liability for excess profits should not be imposed on contract bonuses re- 
ceived under clauses which provide that the contractor share in cost savings 
resulting from an improvement in methods of completing contracts. Section 
160.6. 

The regulations should adopt tax accounting or generally accepted accounting 
principles as the basis for determining cost rather than DAR rules. Section 
160.9. 

The computation of the income tax credit should be revised to permit a credit 
in cases in which no tax has been paid. Section 160.11. 
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The liability of a prime contractor who fails to require its subcontractor to 
agree to the limitations of the act should be modified. Section 160.12. When the 
prime contractor has no alternative in the selecticm of a subcontractor, the 
requirement of the act should be waived if the subcontractor otherwise refuses 
to enter into the contract. 

The requirement to keep books and records should be limited to a specific 
number of years to reduce recordkeeping burdens. Section 160.14. 

The regulations should permit a consolidated group of corporations to file 
Vinson-Trammell Act returns on a consolidated basis. Sections 160.15 and 160.16. 
Ck)nsolidated filing would permit the profits and losses from wholly-owned 
aflUiates to be aggregated. 

Senator Morgan. Now I believe Mr. Church testified on a couple of 
points in your proposed regulations about which you and DOD dis- 
agree. Did you hear his discussion ? 

Commissioner Kurtz. Yes, I did. 

Senator Morgan. Did he discuss them fairly accurately ? Could you 
comment on that ? 

Commissioner Kurtz. There is one point on which right now the 
regulations do differ and that is on the determination of cost, whether 
the tax rules or defense contracting rules are to be used. There is a 
difference and we will work to resolving that difference. On the other 
point there is probably an ambiguity m our regulations and we are 
not as far apart as was indicated. That is the question of whether 
costs need to be computed prior to completion of the contract. We 
don't think that where there is a contract, say, for three ships, which 
was the illustration used, which extended over a period of time, that 
our regulations would require computations prior to the completion 
or at least substantial completion of that contract. 

On the other hand if there is a very large contract for three ships 
and there are very small pieces of it that hang on at the end, our 
regulations would not provide that we wait until the last dollar is 
spent. I think we are closer than was indicated. 

Senator Morgan. Are you in a position now to tell us the differ- 
ence in the way you would compute the cost if you used your regular 
tax methods and how the DOD might compute it ? 

Commissioner Kurtz. You mean some examples of what they would 
be? 

Senator Morgan. Yes. 

Commissioner Kurtz. There are deductions allowed for computa- 
tion of taxable income which are not allowable, for example, under 
Defense contracting costs, costs like general advertising, bad debt de- 
ductions. Interest expense is a substantial one. There are special pro- 
visions in the tax laws which differ from general accounting principles, 
methods of accelerated depreciation, special writeoffs of pollution con- 
trol equipment and a vast array of special provisions in the tax law 
which it was our view had nothing to do with defense contract costing. 

The proposed regulations essentially pick up the costing rules under 
the existing regulations, that is, those enacted substantially and con- 
temporaneously with the Vinson-Trammell Act back in the 1930's. 
While some of the concepts may be rewritten to some extent, they are 
essentially accounting type costs rather than Internal Kevenue type 
costs. 

Senator Morgan. Mr. Kurtz, if I understand the staff correctly and 
understand your position correctly, IRS would be inclined to apply 
DOD rules on cost and DOD does not want to use their own rules, they 
prefer to use your rules ? 
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Commissioner Kurtz. That is correct. 

Senator Morgan. Now under which set would the profits be the 
highest? 

Commissioner Kurtz. DOD's. Using the tax rules, that is the DOD's 
position, would generally permit higher profit to be retained by the 
contractor. 

Senator Morgan. In other words, you would allow, as you mentioned, 
certain items as advertising, et cetera, that would not be allowed under 
DOD's rules? 

Commissioner Kurtz. When you say we— under the Internal Reve- 
nue Service's proposed regulations we would apply defense acquisi- 
tion rules, and defense acquisition rules would generally provide for 
lower allowable costs and therefore lower profits to be retained by the 
contractor than applying Internal Eevenue Code cost rules. 

Senator Morgan. Would you be in a position to submit for the record 
a summary of some of the more significant differences ? 

Commissioner Kurtz. Yes ; surely. 

[The information follows :] 

Comparison of Certain Items as Allowable Costs 

The following paragraphs illustrate the difference in treatment of certain 
particular items as allowable costs under the BOD approach, under ASPR, and 
under the existing regulations under the Vinson-Trammell Act. 

1. Advertising expense. — Section 162 of the Internal Revenue Code generally 
allows a deduction for all ordinary and necessary advertising expenses in the 
year incurred and paid or accrued. 

Section 15-205.1 of ASPR states that, as a general rule, advertising expenses 
are not allowable contract costs. An exception is made for such costs if they are 
directly related to performance of the contract (i.e., advertising for scarce re- 
sources or for recruitment of personnel required for performance of the contract). 

Existing regulations under the act do not allow selling expenses (which would 
include advertising expenses) except to the extent they are connected with 
manufacturing. Generally, advertising expenses are seen as marketing, not manu- 
facturing, costs. 

2. Bad debt expenses. — Internal Revenue Code section 166 permits a deduction 
for bad debts in the year in which they become worthless. Alternatively, a deduc- 
tion for a reasonable addition to a reserve for bad debts is permitted. 

ASPR section 15-205.2 does not permit consideration of bad debts arising from 
uncollectible customers' accounts and other claims in the determination of cost, 
because these losses are not attributable to the performance of the Government 
contract. These losses are attributable to the contracts represented by the cus- 
tomers* accounts. 

Existing regulations under the act do not allow the treatment of bad debts as 
indirect costs. 

3. Interest expense of contractor. — Code section 163 permits interest expense 
to be deducted in the year incurred or paid, subject to special rules for some 
limited situations. 

ASPR section 15-205.17 disallows interest on borrowings as an indirect cost of 
a Government contract. 

Existing regulations under the act disallow interest expense as an indirect 
cost. 

4. Cost of idle capacity. — Under the Internal Revenue Code, cost of idle capac- 
ity would generally be considered deductible or depreciable. 

ASPR disallows the cost of idle facilities and capacity unless such is necessary 
to meet fluctuations in workload or was initially necessary but changes of pro- 
gram requirements, etc., caused the idleness. If change is the reason for the idle 
capacity or facility, the allowance cannot exceed one year. 

Existing regulations under the act disallow the cost of maintaining excess fa- 
cilities not adaptable for future use. 

5. Entertainment expenses. — Internal Revenue Code section 162 permits treat- 
ing entertainment expenses, if properly substantiated, as a cost of doing business. 
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ASPB section 15-205.11 disallows the cost of sodal activities, including meals 
and lodging, unless the cost is incurred (1) at meetings where the primary pur- 
pose is dissemination of technical information, or (2) the cost is part of dormi- 
tory, etc services for emi^oyees. 

Existing regulations under the act disallow entertainment expenses. 

6. Contributions and donations. — ^Internal Revenue Code section 170 permits 
deductions for charitable contributions by corporations, not exceeding 5 percent 
of taxable income (as adjusted under section 170). A 5-year carryover period is 
allowed for excess contributions. 

ASPB section 15-205.8 disallows such contributions and donations. 

Existing regulations under the act disallow such donations except donations 
to local charitable or community organizations to the extent constituting ordinary 
and necessary business expenses. 

7. Depreciation expense. — Internal Revenue Code section 167 allows accelerated 
depreciation by the first user of property used in a trade or business, and straight- 
line deiMreciation by subsequent users. In addition, the ADR system permits use 
of a shorter economic life than is justified by the true period in which an asset 
is economically viable. Also, there are a number of special amortization provi- 
sions which accelerate recovery of the cost of property to a period even shorter 
than accelerated depreciation gives. 

ASPR section 15-205.9 permits normal depreciation of costs properly allocable 
to the contract. Any method of depreciation acceptable for federal income taxes 
may be used, but allowable depreciation cannot exceed the amounts claimed for 
book and financial statement purposes. (Frequently this is less than the amount 
claimed for income tax purposes.) 

Existing regulations under the act permit normal depreciation deductions with 
respect to property used in production under the contract with no discussion to 
the method to be used. 

8. Self-insurance. — Section 162 of the Internal Revenue Code generally allows 
a deduction for ordinary and necessary expenses actually paid or incurred. Thus, 
money set aside for self insurance is generally not allowable under tax accounting 
principles. 

Section 15.205.167 of ASPR states that, as a general rule, provisions for a 
reserve under an approved self-insurance program are allowable to the extent 
that the types of coverage, extent of coverage, and the rates of premiums would 
have been allowed had insurance been purchased to cover the risks. 

Existing regulations under the act allow the cost of self-insurance for certain 
unemployment insurance and workman's compensation insurance. Other self- 
insurance is allowed only to the extent of actual losses suffered. 

Senator Morgan. I certainly would like to have a case like this 
before a jury and say my opponent's rules are so bad that he doesn't 
even want to apply them himself. But I would only do that if I had the 
last speech. 

Commissioner Kurtz. I was going to say we apply the rules we are 
given but I won't say that. 

Senator Morgan. Mr. Kurtz, thank you very much. Your testimony 
has been helpful. As you heard me say earlier, we are just laying the 
foundation today. We are goin^ to have to look over what we have 
and come back. We may be coming back to you or to the staff for ad- 
ditional help. 

Commissioner Kurtz. I will be glad to be as helpful as we can, Mr. 
Chairman. Thank you. 

[Questions with answers supplied follow :] 

Questions Submitted by Senatob Robert Morgan, Answers Supplied by 

Dale Church 

Senator Morgan. VThat is your estimate of the yearly cost to the U.S. Gov- 
ernment to enforce the Vinson-Trammell Act? 

Mr. Church. We estimate that the annual cost for both Government and in- 
dustry would be in excess of $80 million. 
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Senator Moboan. What would be the yearly cost to contractors? 

Mr. Church. The annual cost to contractors would be the majority of the $80 
million I just mentioned. These costs would eventually be passed on to the Gov- 
ernment through higher prices. 

Senator Moboan. Can you estimate recoveries to the Grovernment of excess prof- 
its over 10 percent on ships and 12 percent on aircraft? 

Mr. Church. We have no way of estimating amounts that would be recovered 
by the Government under Vinson-Trammell. We do not have access to final cost 
and profit data on competitive and firm fixed price type contracts and sub- 
contracts. Our previous profit studies lead us to conclude that any amounts re- 
covered would be very small. Average profits on defense contracts appear to be 
substantially below Vinson-Trammell limitations, although a few individual con- 
tracts could exceed these percentages. 

Senator Morgan. Since 1950 much has happened to improve procurement prac- 
tices used by the Federal Government — better trained personnel, better regula- 
tions, far more visibility under Public Law 87-653 and cost accounting standards, 
improved auditing and many other improvements. Considering these improve- 
ments would you say that there will likely be excess profits earned by contractors? 

Mr. Church. The improvements you mention have certainly contributed to bet- 
ter contract negotiation and administration. They will not prevent excess profits, 
however, and they do not provide a means to recover such profits should they be 
realized 

Senator Morgan. What cost rules will apply to the Vinson-Trammell Act or 
any successor? Will it be Defense Acquisition Regulation provisions on allow- 
able costs or IRS cost regulations attuned to income tax? 

Mr. Church. I believe the IRS regulations governing cost allowability for 
Federal income tax purposes should also be used to determine costs for calculat- 
ing excess profits. This is consistent with the rules used under the Renegotiation 
Act, and prevents a potential double penalty for unallowable costs which would 
result from not recognizing these costs in both pricing and profit limitation. 

Senator Morgan. Do you see any need for profit-limiting legislation? 

Mr. Church. There is a public i)olicy and a practical need for this type of 
legislation for defense contracts. 

Senator Morgan. Under a profit limitation act, when is a contract complete 
and is each item (for example, each airplane delivered) a separate contract? 

Mr. Church. I assume you refer to the Vinson-Trammell Act. The act does 
not define contract completion. IRS proi)oses that the date of delivery of a 
naval vessel, military aircraft, or i)ortion thereof will be considered as a date 
of contract completion. This is inconsistent with the way we contract for these 
items and also the way contractors accumulate contract receipts and costs. We 
believe contract completion must be some point after delivery of the last naval 
vessel, military aircraft, or portion thereof required by the contract in order 
to make any reasonable computation of total contract costs and profits. 

Senator Morgan. What is covered by a profit limitation act : 

(a) A radar that goes on a ship, plane^or tank? 

(b) What is an aircraft — are missiles covered? 

(c) What subcontracts should be covered? 

(d) Should fuel be covered? 

(e) What constitutes scientific equipment used for communication, target de- 
tection, navigation, or fire control? 

Mr. Church, (a) A radar that goes on a ship or plane, if it is delivered with 
the item, and not exempted as scientific equipment. 

(b) A military aircraft is defined by IRS as a vehicle used by the Army, Navy, 
or Air Force that is designed primarily for fiight in the atmosphere and that has 
incorporated into its basic design the ability and requirement for human occu- 
pancy. Missiles would be covered if delivered as part of a new, complete military 
aircraft or naval vessel or part thereof. 

(c) Subcontracts over $10,000 at any tier. 

(d) Only if acquired under a contract or subcontract over $10,000, and included 
on a new ship or aircraft. 

(e) This terminology was originally intended to apply to such equipment when 
it involved extensive contractor research and development for perfection, the 
thought being that Vinson-Trammell profit limitations would not allow adequate 
recovery of research and development costs. 

Senator Morgan, (a) Does this include all avionics? 
(b) Should NASA contracts be covered? 
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(c) Would satellites be covered? 

(d) What type of service contracts should be covered? 

(e) Should only original spares be covered? 

(f ) What should be considered completion of a contract — date of delivery, final 
payment, substantial performance, final acceptance? 

(g) In terminated contracts, should completion be the date of termination? 
Mr. Church, (a) I believe it would include most avionics and components 

thereof which were not developed at Government expense. 

(b) No. 

(c) No. 

(d) Service subcontracts entered into in connection with naval vessel construc- 
tion or military aircraft manufacturing would be covered. 

(e) Only if delivered as part of a new ship or aircraft. . 

(f) Delivery of the last naval vessel, military aircraft, or portion thereof 
required by a prime or subcontract. This does not mean, however, that costs and 
profits will be known with certainty at this time. As a minimum, the contractor's 
accounting period should be closed out prior to filing on contracts completed in 
that period. 

(g) It should be this date or another date mutually agreed to by the Secretary 
of Defense and Commissioner of Internal Revenue or their designated representa- 
tives. 

Senator Moboan. What about contracts entered into prior to expiration of the 
Renegotiation Act and revised thereafter? 

Mr. Chubch. Contract receipts and accruals subject to the Renegotiation Act 
are not subject to the Vinson-Trammell profit limitations. 

Senator Moboan. What should be the applicability or interface of the cost 
accounting standards? 

Mr. Chubch. To the extent cost accounting standards are applicable in esti- 
mating, accumulating and reporting costs which would be allowable under both 
Department of Defense and IRS rules concerning cost allowability, they should 
apply for profit limitation. We should not, however, seek to apply Cost Account- 
ing Standards in determining excess profits when they are not otherwise 
applicable. 

Senator Moboan. Should a profit limitation act be implemented by including 
a self -deleting clause in each contract, under which final determinations on 
applicability would be made by the agency charged with enforcement? 

Mr. Chubch. Yes. This would be the most appropriate means of imple- 
menting such an act. 

Senator Moboan. It has been said that DOD would support enactment of 
H.R. 5433 introduced by Congressman Patterson. Please tell us why? Do you 
see any need for profit limiting legislation? 

Mr. Chubch. We see H.R. 5433 as a reasonable, equitable and cost effective 
approach to profit limitation on defense contracts. 

Senator Mobgan. Would the Department of Defense give an indication of the 
scope of this bill in terms of dollar volume and number of contracts for fiscal 
year 1981 — noting that the budget authority for procurement contained in the 
pending fiscal year 1981 DOD budget request is $40,524,000,000? 

An examination of the procurement programs for which funds are being re- 
quested would indicate that the overwhelming proportion of these moneys will 
be obligated under noncompetitive or negotiated contracts — as added increments 
under present programs with the present contractors. Such examples are the 
F-14. the F-18, the A-10, the F-15, Army, Navy and Air Force missile programs, 
the XM-1 tank program and ijaany others. The same result applies to the ship- 
building request which will resut in negotiated procurements even though they 
may be competitive at some earlier stage. 

Under these circumstances, what would be a fair dollar volume to ascribe to 
coverage under this bill? 

Mr. Chubch. The bill would cover more than the procurement appropriaticm. 
We also place operation and maintenance and research and development con- 
tracts over $5 million, which would also be covered by the bill. The bill would 
cover all contracts that are over $5 million and are not. price competitive which 
are funded from the procurement as well as other appropriation accounts. This 
also includes follow-on contracts for which there may have been an initial price 
competition. Since contracts for procurement of weapons 43uch as you mentioned 
tend to be quite large, I believe the Patterson bill would cover at least 75 percent 
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of the fiscal year 1981 procurement appropriation, and would involve approxi- 
mately 400 prime contracts. Approximately 200-300 first tier subcontracts would 
also be covered. 

Senator Morgan. There should be a demonstrated need based on current facts 
for any bill including this one to be favorobly considered in the Congress. 

Based on what has occurred over the past several years and what can be 
anticipated under the huge procurement dollar volume requested for fiscal year 
1981, could the Department of Defense set forth the past and prospective exam- 
ples justifying the need for this bill? What is the percentage, for instance, of the 
negotiated contracts over the past few years where the profit exceeded fifteen 
percent? 

Mr. Chubch. We are unaware of any specific examples of contracts where 
excess profits have been realized. We do not have legal access to final cost and 
profit data for firm fixed price contracts, where we believe there is the greatest 
likelihood of excess profits being realized. We negotiate a small number of con- 
tracts which contemplate a profit in excess of 15 percent. These represent less 
than 1 percent of the total number of negotiated contracts, and does not mean 
that final profits will exceed 15 percent. 

Senator Morgan. This bill leaves to the Department of Defense the com- 
plete legal discretion as to the definitions of profit and cost. , 

Would it be the intention of the Department of Defense to allow the same 
elements of cost under this bill that is allowed by the Internal Revenue Service 
with respect to profit or loss, or would the Department of Defense diisallow 
certain elements that are allowed by the IRS, such as the cost of interest? 

Mr. Church. We believe that for the purposes of the Patterson bill, as well as 
Vinson-Trammell, that IRS rules governing cost allowability should be used In 
determining excess profits. We have proposed to recognize interest under Vinson- 
Trammell, although responses to our proposal have indicated that the IRS rule 
for allocation interest expenses may not be appropriate. We are studying this 
matter and may recommend an alternative allocation procedure, or that IRS 
recognize imputed interest calculated in accordance with Cost Accounting Stand- 
ard 414, rather than actual interest expenses. 

Senator Morgan. In determining "excess profits," the bill has no provision 
for cost saving incentives. 

Why it is not in the public interest to encourage reductions in cost whch the 
government must pay in any event? 

Mr. Church. It is clearly in the public interest to encourage reductions in 
cost. Cost incentives, which provide a mechanism for contractors to share in 
cost reductions, are frequently used in DOD contracts. Where these, and other 
incentives, are earned under a contract, they should not be subject to recoup- 
ment under a profit limitation statute. We beUeve the language in the Patterson 
bill provides latitude to exclude such incentives from excess profit computations 

Senator Morgan. The bill extends no recognition to the risk factors which 
could well be involved in many negotiated contracts. It might be noted that cur- 
rent law permits a fee up to 15 percent on cost plus fixed fee contracts relating 
to experimental and developmental R. & D. work— where the situation in effect 
eliminates the risk by authorizing a fee. 

Would it be fair to say that many of the noncompetitive negotiated contracts 

Ste'S'JSSf "" '"" '" '"" "'° "■"» -^''"^ "°<^ " "« 

Mr. CHUBCH. Authority to compel a person to produce articles needed by the 



Digiti 



zed by Google 



49 

Department of Defense is also afforded by section 18 of the Selective Service 
Act of 1948, 50 U.S.G. App. §§ 468 (1976). Section 18, which apparently has never 
been invoked, provides that upon determining that it is in the interest of the 
national security to obtain prompt delivery of an item authorized for procurement 
for the Armed Forces, the President may place an order for the item with any 
plant, mine, or facility capable of its production. The producer is required to give 
the order the precedence specified in its terms and deliver the items-on the dates 
specified or as soon thereafter as possible. For his performance, the producer is 
entitled to receive "fair and just" compensation. If the producer fails or refuses 
to so i)erform the order, the statute authorizes the President to take possession 
of the facility and operate it for production of the articles required by the 
Government. 

There are no provisions in the Defense Production Act for establishing prices 
for profits on contracts directed under title 1 of this act. We would allow profit 
consistent with our normal profit policy for negotiated contracts in such cases. 

Senator Morgan. Current information would indicate that our country may 
well be confronted with a problem of severe shortages for critical parts relating 
to such things as forgings, bearings, semiconductors, metals, and skilled man- 
power, due in large part to the fierce commercial demand. Critical subcontractors 
will, therefore, have the election of fulfilling commercial orders rather than de- 
fense orders imless they are compelled by law to perform defense work. 

Is it the view of the Department of Defense that this bill with a profit limita- 
tion and its extensive reports and paperwork is the proper direction as we proceed 
toward the problem of allocating certain critically short resources needed in part 
for defense? 

Mr. Church. The Patterson bill does not involve a great deal of reports or 
paperwork in comparison with Vinson-Trammell. The Patterson bill also would 
in all likelihood not extend to the producers to which you refer. I believe either 
the exemption for competition, the dollar threshold, or the subcontract tier of these 
subcontractors would eliminate them from coverage. 

Senator Morgan. Is this bill consistent in all respects with the profit policy 
of the Department of Defense and the Office of Federal Procurement Policy? 

Mr. Church. Yes ; with exception of the allowable cost base used to determine 
profits. 

Senator Morgan. Would the Department of Defense provide for the record a 
listing and brief description of the current provisions of law relating to profits 
on defense contracts? 

Mr. Church. The only operative statute relating to profits on defense contracts 
is 10 U.S.C. 2306(d) which limits fees on cost plus fixed fee contracts to 6 percent 
of the estimated cost of the public work for architect-engineering contracts ; 15 
percent of the estimated cost for research and development contracts ; and 10 
percent of the estimated cost for other contracts. I understand the Renegotiation 
Act is also still on the books, but has not been extended or funded. 

Senator Morgan. Would the Department of Defense also furnish for the record 
a summary of the current or proposed DOD policy on profits for defense contracts 
as contained in DOD related ciirculars or otherwise? 

Mr. Church. We will provide for the record a copy of the Defense Acquisition 
Circular dated February 26, 1980, which contains our recently revised policy on 
profits on negotiated contracts. 
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DEFENSE ACQUISITION CIRCULAR 



26 FEBRUARY 1980 NUMBER 76-23 



This Defense Acquisition Circular is issued by direction 
of the Secretary of Defense pursuant to the authority con- 
tained in 5 U.S. Code 301, 10 U.S. Code 2202, DoD Directive 
No. 5000.35 and DAR(ASPR) 1-106. 

All Defense Acquisition Regulation material and other 
directive material published herein is effective upon receipt 
except as otherwise indicated. 

Reproduction authorized. 

SPECIAL NOTE: All replacement pages furnished with Defense 
Acquisition Circulars (whether or not identified by specific 
items) are replacement pages for the 1976 Edition of DAR(ASPR) . 
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ITEM I PROFIT POLICY, INCLUDING FEES UNDER 
COST-REIMBURSEMENT-TYPE CONTRACTS 

Revisions to the DoD profit policy that were announced 
in DPC 76-3, and subsequently revised in DPC 76-12, recog- 
nized, both in profit and as an allowable cost, the facility 
investment that may be required for efficient contractor 
operation Designed primarily to apply to contracts for the 
manufacturing of supplies and equipment, this policy was 
intended to remove obstacles to cost-reducing facility 
investment decisions by industry. Since DPC 76-3 was published, 
experience has Indicated that two major changes to the profit 
policy are necessary These changes involve the weight given 
to the level of facility investment in reaching a prenegotiation 
profit objective under the weighted guidelines method and profit 
policies for research and development and services contracts. 

DPC 76-3 stated that the relative weight given the facili- 
ties Investment factor at that time was modest and that it would 
likely be increased after Industry had an opportunity to adjust 
its investment patterns Subsequently various studies and 
reviews have indicated that the weight of the facilities Invest- 
ment factor is not meaningful in contractor Investment decisions. 
The weight range for facilities capital investment (3-808 7) 
is, therefore » changed from 6 to ID percent to 16 to 20 percent. 
The facilities capital factor will now account for about 17 
percent of the average profit objective instead of the current 
10 percent. 

There are many contracting situations in which it is neither 
desirable nor equitable to apply an Investment -oriented profit 
policy. For example, this is true when relatively few facili- 
ties are required for contract performance and no significant 
productivity gains would be realized by increasing facilities 
investment The vast majority of these contracts are for labor- 
intensive research and development and for services These 
contracts have been excepted from mandatory application of the 
weighted guidelines method and in FY 1978 accounted for about 
27 percent of the dollar value of actions reported on DD Form 
1499. The magnitude of these exceptions dictate that a uniform 
prenegotiation profit procedure be established for these con- 
tracts. Accordingly, the exception to the weighted guidelines 
method in 3-808 2(b) for contracts requiring an insignificant 
amount of facilities for efficient contract performance is 
deleted, and new weighted guidelines for labor-intensive 
research and development contracts and for service contracts 
are added to the profit policy. The research and development 
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weighted guidelines method Is essentially the same as the 
policy which existed prior to DPC 76-3 and should result 
In profit objectives similar to those arrived at under that 
policy. The weighted guidelines method for service con- 
tracts has been designed to take into account the unique 
nature of cost Inputs and risks associated with contracts 
for services as opposed to those for manufacturing or 
research and development. 

REPLACEMENT PAGES: 3:139 thru 3:152, 7:70-A, 21:26 thru 
21:29, F:231, F:232, F:253. 

(NOTE: Part 4, Section XXI, is deleted, effective with this 
DAC. Last page of Section XXI is now 21:29.) 



Digiti 



zed by Google 



53 

DAC #76-23 26 FEB 80 3:139 

PRCX^REMENT BY NEGOTIATION 

under cost-type contracts or not considered as actual costs fqr final pricing of 
redeterminable or incentive-type contracts. The action ia taken under the price 
reduction clauses because not only will the increased costs be disallowed or not 
considered as actual costs but also the fixed-fee or target profit included in the 
initial price may be subject to reduction in'accordance with (1) and (2) above. 

(e) In some cases, as where the defective nature of subcontractor data ia 
only disclosed by Government audit, the information necessary to support a 
reduction in prime contract and subcontract prices may be available only from 
the Government. To the extent necessary to secure a prime contract price 
reduction, the contrftcting officer shall make such information available, upon 
request, to the prime contractor or appropriate subcontractors. However, if the 
release of such information would compromise military security or disclose 
trade secrets or other confidential business information, it shall be made 
avedlable only under conditions that will fully protect it from improper 
disclosure, as may be prescribed by: the Office of the Assistant Secretary of the 
Army (Research, Development and Acquisition), for the Army; Chief of Naval 
Material (ADCNM for Contracts and Business Management) for the Navy; the 
Director of Contracting and Acquisition Policy, Headquarters, USAF(AF/RDC) 
for the Air Force; and the Executive Director, Contracting, for the Defense 
Logistics Agency. Information made available pursuant to this paragraph shall 
be limited to that used as the basis for the prime contract price reduction. 

(f) Inasmuch as price reductions under the Price Reduction for Defective 
Cost or Pricing Data clauses may involve subcontractors as well as the prime 
contractor, the contracting officer shall give the prime contractor reasonable 
advance notice before making a determination to reduce the contract price 
under such clauses, in order to affi^rd the prime contractor an opportunity to 
take any action deemed advisable by him, particularly in connection with any 
subcontracts that may be involved. 

3-808 Profit, Including Fees Under Cost-Reimbursement-Tsrpe 
Contracts. 

M0S.1 Policy. 

(a) General. It is the policy of the Department of Defense to utilize profit to 
stimulate efficient contract performance. Profit generally ia the basic motive of 
business enterprise. The Government and defense contractors should be con- 
cerned with harnessing this motive to work for more effisctive and economical 
contract performance. Negotiation of very low profits, the use of historical 
averages, or the automatic application of a predetermined percentage to the 
total estimated cost of a product, does not provide the motivation to accomplish 
such performance. Furthermore, low average profit rates on defense contracts 
overall are detrimental to the public interest. Effective national defense in a 
free enterprise economy requires that the best industrial capabilities be 
attracted to defense contracts. These capabilities will be driven away from the 
defense market if defense contracts are characterized by low profit opportuni- 
ties. Consequently, negotiations aimed merely at reducing prices by reducing 
profits, with no realization of the function of profit, cannot be condoned. For 
each contract in which profit is negotiated as a separate element of the contract 
price, the aim of negotiation should be to employ the profit motive so as to impel 
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effective contract performance by which overall costs are economically con- 
trolled. To this end, the profit objective must be fitted to the circumstances of 
the particular acquisition, giving due weight to each of the effort, risk, facilities 
investment, and special factors set forth in this 3-808. This will result in a wider 
range of profits which, in many cases, will be significantly higher than previous 
norms. 

(b) Contracts Priced on the Basis of Cost Analysis. When cost analysis is 
performed pursuant to 3-807.2, profit consideration shall be in accordance with 
the objectives set forth below. The Government should eistablish a profit 
objective for contract negotiations, which will — 

(i) motivate contractors to undertake more difficult work requiring 

higher skills and reward those who do so; 
(ii) allow the contractors an opportunity to earn profits commensu- 
rate with the extent of the cost risk they are willing to assume; 
(iii) motivate contractors to provide their own facilities and financing 
and to establish their competence through development work 
undertaken at their own risk and reward those who do so; and 
(iv) reward contractors for productivity increases. 
The weighted guidelines method set forth in 3-808.2 for establishing profit 
objectives is designed to provide reasonably precise guidance in applying these 
principles. This method, properly applied, will tailor profits to the circum- 
stances of each contract in such a way that long-range cost-reduction objectives 
will be fostered, and a spread of profits will be achieved that is commensurate 
with varying circumstances. 

(c) Contracts Priced Without Cost Analysis. On many contracts and 
subcontracts, good pricing does not require an examination into costs and 
profits. Where adequate price competition exists, and in other situations where 
cost analysis is not required (see 3-807), fixed-price-type contracts should be 
awarded to the lowest responsible offerors without regard to the amount of 
their profits. Under these circumstances, the profit that is anticipated or, in 
fact, earned should not be of concern to the Government. In such cases, if a low 
offeror earns a large profit, it should be considered the normal reward of 
efficiency in a competitive system and efforts shall not be made to reduce such 
profits. 

3-808^ Weigrhted Guidelines Method. 

(a) General. 

(1) The weighted guidelines method provides contracting officers with 
(i) a technique that will insure consideration of the relative value of the 
appropriate profit factors described in 3-808.4 in the establishment of a profit 
objective and the conduct of negotiations; and (ii) a basis for documentation of 
this objective, including an explanation of any significant departure from it in 
reaching a final agreement. The contracting officer's analysis of these profit 
factors is based on information available prior to negotiations. Such informa- 
tion is furnished in proposals, audit data, performance reports, preaward 
surveys and the like. Except as set forth in (b) below, the weighted guidelines 
method shall be used in the negotiation of all contracts where cost analysis la 
performed for: 
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(i) the manufacturing ofsupplies and equipment; 
(ii) research and development as described in 4-101(aXl) through 
(5), encompaissing research, exploratory development, ad- 
vanced development, engineering development, and opera- 
tional systems development; 
(iii) services as described in 4-101(aX6) and 22-101. 

a. The profit objective for manufacturing contracts shall be computed, 
except as indicated in e. below, using the manufacturing weighted guidelines 
method, which provides profit opportunity based on facilities capital 
investment. 

b. The profit ol^ective for research and development contracts shall be 
computed using the research and development weighted guidelines method 
unless, in the judgement of the contracting officer, a significant amount of 
facilities ia required for efficient contract performance, in which case the 
manufacturing weighted guidelines shall be used. 

c. The profit objective for service contracts shall be computed using the 
service contract weighted guidelines method unless, in the judgement of the 
contracting officer, a significant amount of facilities is required for efficient 
contract performance, in which case the manufacturing weighted guidelines 
shall be used. 

d. In determining whether a particular contract shall be classified as 
manufacturing, research and development, or services, primary reliance shall 
be placed on the nature of the work to be performed, as indicated by the coding 
for item lOA of the DD Form 350 (see DOD 4105.61-M, Department of Defense 
Procurement Coding Manual, Volume 1), notwithstanding the appropriation 
or negotiation authority used. The following guidelines shall apply: 

(i) Manufacturing Weighted Guidelines. Contracts coded under 

Section I, Part C, Supplies and Equipment, 
(ii) ReBearcb and Development Weighted Guidelines, Contracts 
coded under Section I, Part A, Research, Development, Test 
and Evaluation, except for contracts coded as AD2-, Defense 
Services, and A- -6, Management and Support, 
(iii) Services Weighted Guidelines. Contracts coded under Section 
I, Part B, Other Services and Construction; and under Section 
I, Part A, as AD2- and as A- -. Note, however, that there are 
blanket exceptions for certain services in 3-808.2(b). 

e. The categories listed above are intended to be used as a point of 
departure in determining which weighted guidelines method applies. Many 
contracts for research and development and for services w.H require a signifi- 
cant amount of facilities for efficient contract performance. When this la the 
case, the manufacturing weighted guidelines method shall be used. Similarly, 
certain contracts for the manufacture of small quantities of high technology 
supplies and equipment may not require a significant amount of facilities. In 
such cases, the research and development weighted guidelines method shall be 
used. Contracting officers shall apply sound judgement in determining which 
weighted guidelines method ia most appropriate for a particular contracting 
situation. The difference in profit objectives that would result from the applica- 
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tion of alternative weighted guidelines methods shall not be a consideration in 
making this determination. 

f. In determining whether a significant amount of facilities is required 
for efficient contract performance, the contracting officer should assess the 
facilities needed, including contractor owned and leased and Government 
owned. When there is a relatively small amount of facilities capital cost of 
money allocated to the contract because some facilities are provided through 
operating leases and by the Government, this does not necessarily mean that 
an insignificant amount of facilities is required for efficient contract 
performance. 

g. When a method other than the manufacturing weighted guidelines 
method is used to establish the prenegotiation profit objective, the profit 
objective shall be reduced by the amount of facilities capital cost of money 
allowed in accordance with 15-205.50. If the contractor does not propose this 
cost, a provision shall be inserted in the contract that facilities capital cost of 
money is not an allowable cost (see 3-501, Part I, Section H(iv)). On cost-plus- 
award-fee contracts, the base fee shall be reduced by the amount of facilities 
capital cost of money or the contract shall contain a provision to discdlow the 
cost. 

(2) The contractor's proposal should include cost information for 
evaluation and a total profit figure. Contractors shall not be required to submit 
the details of their profit objectives but they shall not be prohibited from doing 
so if they desire. Elaborate and voluminous presentations are neither required 
nor desired and may indicate a low index of cost effectiveness, which fact itself 
shall be taken into consideration by the contracting officer. 

(3) The negotiation process does not contemplate or require agreement 
on either estimated cost elements or profit elements, although the details of 
analysis and evaluation may be discussed in the fact-finding phase of the 
negotiation. If the difference between the contractor's profit objective and the 
contracting officer's profit objective is relatively small, no discussion of individ- 
ual factors may be necessary. If the negotiating parties' objectives are rela- 
tively far apart, a disclosure of weightings and rationale by both parties may be 
made concerning the total assigned to contractor effort, contractor risk, facili- 
ties investment, and special factors. By thus developing a mutual understand- 
ing of the logic of the respective positions, an orderly progression to final 
agreement should result. Simultaneous, not sequential, agreement will be 
reached on cost, any incentive profitrsharing formulas or limitation on profits, 
and price. The profit objective is a part of an overall negotiation objective 
which, as a going-in objective, bears a distinct relationship to the tai^t cost 
objective and any proposed sharing arrangement. Since the profit is merely one 
of several interrelated variables, the Government negotiator shall not com- 
plete the profit negotiation without simultaneously agreeing on the other 
variables. Specific agreement on the exact weights or values of the individual 
factors is not required and shall not be attempted. 

Q[:i)ExcepUona, 

(1) Under the following listed circumstances, other methods for estab- 
lishing profit objectives may be used. 
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(i) Architect-engineering contracts; 
(ii) Management contracts for operation and/or maintenance of 

Government facilities; 
(iii) Construction contracts; 
(iv) Contracts primarily requiring delivery of material supplied 

by subcontractors; 
(v) Termination settlements; 
(vi) Cost-plus-award-fee contracts; 
(vii) Contracts not expected to exceed $100,000; and 
(viii) Unusual pricing situations where the weighted guidelines 
method has been determined to be unsuitable. Such excep- 
tions shall be justified in writing and shaU be authorised 1^ 
the head of the contracting activity. 
(2) If the contracting officer makes a written determination that the 
pricing situation meets any of the circumstances set forth above and that 
application of the manufacturing weighted guidelines wiU result in an inequi- 
table profit objective, other methods for establishing the profit objective may be 
used. These methods shall be supported in a manner similar to that used in the 
weighted guidelines (profit factor breakdown and documentation of profit 
objectives); however, investment or other factors that would not be applicable 
to the contract shall be excluded from the profit objective determination. It is 
intMided that the methods will result in profit objectives for noncapital 
intensive contracts that are below those generally developed for capital int«i- 
sive contracts. 

(c) ApplicatioD to SubcoDtracts, The prime contractor may use the 
wei^ted guidelines or a structured approach that discriminates among differ- 
ent levels of investment if the acquisition would be subject to the weighted 
guidelines under a prime contract. (For applicability see 3-ld00.1(c).) If the 
acquisition foils into one of the exceptions to the weighted guidelines in 
3-806.2(bXl)t the prime contractor may use another method to establish profit 
oligectives. In the absence of a structured approach that discriminates among 
different levels of investment, similar to the weighted guidelines, the profit 
objective wiU be reduced by the amount of facilities capital cost of mon^ 
aUofwed in accordance with 15-206.50. 

(d) Limitatkm. In the event this or any other method would result in 
establishing a fee objective in violation of limitations established by statute or 
thia regulation, the maximum fee objective shall be the percentage allowed 
pursuant to such limitations. (See 3^#05.) No local administrative ceilings on 
profit shall be permitted. 

MMJ^ProAt Objective, 

(a) A profit objective is that part of the estimated contract price olijective or 
value which, in the judgment (rf'the contracting officer, is appropriate for the 
aoquiiition being considered, covering the profit or fee element of the price 
ol]jective. This objective should realistically reflect the total overall task to be 
p e rfoim ed and the requirements placed on the contractor. Prior to the negotia- 
tion of a contract, change order, or contract modification where cost analysis is 
undertaken, the negotiator shall develop a profit objective. The weighted 
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guidelines method, if applicable, shall be used for developing this profit 
objective. If a change or modification is of a relatively small dollar amount and 
is basically the scune type of work as required in the basic contract, the 
application of the weighted guidelines method will generally result in a profit 
objective similar to the profit objective in the basic contract and, therefore, this 
basic rate may be applied to the contract change or modification. In cases where 
the change or modification calls for substantially different work, then the basic 
contract profit and the contractor's effort may be radically changed and a 
detailed analysis is necessary. Also, if the dollar amount of the change or 
contract modification la very significant in comparison to the contract dollar 
amount, a detailed analysis shall be made. 

01>) Development of a profit objective should not begin until after a 
thorough — 

(i) review of proposed contract work; 

(ii) review of all available knowledge regarding the contractor, pui^ 
suant to Section I, Part 9, including capability reports, audit data, 
preaward survey reports and financial statements, as appropri- 
ate; and 
(iii) analysis of the contractor's cost estimate and comparison with the 
Government's estimate or projection of cost. 
MOSAProStFactoiv. 

(a) The following factors shaU be considered in all cases in which profit is to 
be specifically negotiated. The weight ranges listed after each factor shall be 
used in all instances where the weighted guidelines method is used. 
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WEIGHT ranges 


; 






Manufacturing* 


R&D 


Services 


A. 


CONTRACTOR EFFORT 










Material Aoquintion 










Subcontract Items 


1 to 5% 


1 to 5% 


1 to 5% 




Purchased Parts 


1 to 4% 


1 to 4% 


1 to 4% 




Other Material 


1 to 4% 


1 to 4% 


1 to 4% 




Engineering 










Direct Labor 


9 to 15% 


9 to 15% 


N/A 




Manufacturing 










Direct Labor 


5 to 9% 


5 to 9% 


N/A 




Services 










Direct Labor 


N/A 


N/A 


5 to 15% 




Overhead 


N/A 


N/A 


4 to 8% 




Other 












6 to 8% 


6 to 8% 


6 to 8% 


B. 


CONTRACTOR RISK 


to 8% 


to 7% 


to 4% 


a 


FAcn,rnES investment 


16 to 20% 


N/A 


N/A 


D. 


SPECIAL FACTORS 










Productivity 


See 3-808.8(a) 


N/A 


N/A 






1 to 4% 


1 to 4% 


N/A 



Other -6 to -1-5% -5 to -1-5% -5 to -1-5% 

* An acUustment factor of .7 is applied to the results of the Contractor Effort 
evaluation to arrive at the dollar profit objective fbr this factor (see DD Form 1547). Also 
•ee8-ia00iKaX2). 

(b) Under the weighted guidelines method, the contracting officer shaU 
first meaBure the "Contractor's Effort" by the assignment of a profit percent- 
Bgtf within the designated weight ranges, to each element of contract cost 
recogniaed l^ the contracting officer. Although certain classifications of accept- 
able ooft» including travel, subsistence, facilities, test equipment, special tool- 
ing, federal manufacturers' excise taxes, and royalty expenses, may have been 
historically excludod from the base upon which profit has been computed, they 
■hall not be excluded when using the weighted guidelines method. Not to be 
included fe the computation of profit as part of the cost base is the amount 
calculated for the cost of money for facilities capital. How this cost is deter- 
mined and how it wiU be applied and administered is fiilly set forth in 3-1300. 

(c) The suggested categories under the Contractor's Effort are similar to 
those on the Contract Pricing Proposal (DD Form 633). Often, individual 
proposals will be in a different format, but, since these categories are broad and 
basic, th^ proyide sufficient guidance to evaluate all other items of cost. 

(d) After computing a total dollar profit for the Contractor's Effort, the 
contracting officer then shaU add the specific profit dollars assigned for cost 
risk, facilities investment risk, and special factors. Weighted Guidelines 
PnAt/Fee Olijective (DD Form 1547) is to be used, as appropriate, to facilitate 
the cakulation of this profit objective. (See F-200.1547.) 

(e) The wei^ted guidelines method was designed for arriving at profit or 
fiM obdeotives for other than nonprofit organizations. However, if appropriate 
adjustments are made to reflect differences between profit and nonprofit 
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organizations, the weighted guidelines method can be used as a basis for 
arriving at fee objectives for nonprofit organizations. Therefore, the polipy of 
the Department of Defense is to use the weighted guidelines method, as 
modified in (2) below, to establish fee objectives that wiU stimulate efficient 
contract performance and attract the best capabilities of nonprofit organiza- 
tions to defense-oriented activities. The modifications shaU not be applied as 
deductions against historical fee levels but to the fee objective for such a 
contract, as calculated under the weighted guidelines method. 

(1) For purposes of this subparagraph, nonprofit organizations are 
defined as those business entities organized and operated exclusively for 
charitable, scientific, or educational purposes, of which no part of the net 
earnings inure to the benefit of any private shareholder or individual, of which 
no substantial part of the activities is carrying on pnqiaganda or otherwise 
attempting to influence legislation or participating in any political campaign 
on behalf of any candidate for public office, and which are exempt from Federal 
income taxation under Section 501 of the Internal Revenue Code. 

(2) For contracts with nonprofit organizations where fees are involved, 
the following ac^ustments are required in the weighted guidelines method. 

(i) An acljustment of -1 percent of the total effort shall be 
assigned in all cases where the manufacturing weighted 
guidelines method is used. An ac|justment of -3 percent of the 
total effort shaU be assigned in all cases where the research 
and development or services weighted guidelines method is 
used, 
(ii) The weight range under "Contractor Cost Risk" shall be -1 
percent to percent in lieu of percent to 8 peromt for 
contracts with those nonprofit organizations, or elements 
thereof, identified by the Secretary of Defense or the Secre- 
tary of a Department (or their respective designees) as receiv- 
ing sustaining support on a cost-plus-a-fixed-fee basis from a 
particular Department or Agency of the Department of 
Defense, 
(f) In making a judgment of the value of each factor, the contracting officer 
should be governed by the definition, description, and purpose of the ftictors, 
together with considerations for evaluating them as set forth herein. 
3SflM Contractor Effort 

(a) General. This factor is a measure of how much the contractor is 
expected to contribute to the overall effort necessary to meet the contract 
performance requirements in an efficient manner. This factor, which is apart 
from the contractor's responsibility for contract performance, takes into ac- 
count what resources are necessary and what the contractor must do to 
accomplish a conversion of ideas and materials into the final product called for 
in the contract. This is a recognition that, within a given performance output or 
within a given sales dollar figure, necessary efforts on the part of individual 
contractors can vary widely in both value and quantity, and that the profit 
objective should reflect the extent and nature of the contractor's contribution 
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to total performance. The evaluation of this factor requires an analysis of the 
cost content of the proposed contract as follows. 

(b) Material Acquisition (Subcontracted Items, Purchased Parts, and 
Other MaterialX Analysis of these cost items shall include an evaluation of the 
managerial and technical effort necessary to obtain the required purchased 
parts, subcontracted items, and other materials, including special tooling. This 
evaluation shall include consideration of the number of orders and suppliers 
and whether established sources are available or new sources must be devel- 
oped. The contracting officer shaU also determine whether the contractor will 
obtain the material and tooling by routine orders from readily available 
supplies (particularly those of substantial value in relation to the total contract 
cost) or by detailed subcontracts, for which the prime contractor will be 
required to develop complex specifications involving creative design or close 
tolerance manufacturing requirements. Consideration shall be given to the 
managerial and technical efforts necessary for the prime contractor to adminis- 
ter subcontracts and select subcontractors, including efforts to break out 
subcontracts from sole sources through the introduction of competition. These 
determinations shall be made for purchases of raw materials or basic commodi- 
ties, purchases of processed material, including all types of components of 
standard or near standard characteristics, and purchases of pieces, assemblies, 
subassemblies, special tooling, and other products special to the end item. In 
the application of this criterion, it should be recognized that the contribution of 
the prime contractor to his purchasing program may be substantial. This may 
apply in the management of subcontracting programs involving many sources, 
new complex components and instrumentation, incomplete specifications, and 
close surveillance by the prime contractor's representative. Recognized costs 
proposed as direct material costs, like scrap charges, shall be treated as 
material for profit evaluation. If intracompany transfers are accepted at price, 
in aocoxdance with 15-206.22(e), they shtdl be evaluated as material. Other 
intracompany transfers ^lall be evaluated by individual components of cost, 
Le., material labor, and overhead. Normally, the lowest unadjusted weight for 
direct material is 2 percent. A weighting of less than 2 percent would be 
opjpfropnAte only in unusual circumstances when there is a minimal contribu- 
tion by the contractor. 

(c) Conversion (Engineering, Manufacturing, and Service Labor). Analysis 
of the engineering, manufacturing, and service labor items of the cost content 
of the contract shall include evaluation of the comparative quality and level of 
the engineering talents, manufacturing and service skills, and experience to be 
employed. In evaluating engineering labor for the purpose of assigning profit 
dollars, consideration shall be given to the amount of notable scientific talent 
or unusual or scarce engineering talent needed in contrast to journeyman 
engineering effort or supporting personnel. The diversity, or lack thereof, of 
scientific and engineering specialties required for contract performance and 
the corresponding need for engineering supervision and coordination shall be 
evaluated. Similarly, the variety of manufacturing labor skills required and 
the contractor's manpower resources for meeting these requirements shall be 
considered. Service contract labor shaU be evaluated in a like manner by 
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assigning higher weights to engineering or professional-type skills and lower 
weights to semiprofessional or other type skills required for contract perfor- 
mance. A weighting in excess of 10 percent for service contract labor will be 
justified normally only when the quality, skill, and experience of the service 
contract labor warrants a corresponding weighting under a research and 
development contract. 

(d) General Management (Overhead and G&A). 

(1) Analysis of these overhead items of cost includes the evaluation of 
the makeup of these expenses and how much they contribute to contract 
performance. This analysis shall include a determination of the amount of 
labor within these overhead pools and how this labor would be treated if it were 
considered as direct labor under the contract. The allocable labor elements 
shall be given the same profit consideration that they would receive if they 
were treated as direct labor. The other elements of these overhead pools shall 
be evaluated to determine whether they are routine expenses, like utilities, 
depreciation, and maintenance, and hence given lesser profit consideration, or 
whether they are significant contributing elements. The composite of the 
individual determinations in relation to the elements of the overhead pools wiU 
be the profit consideration given the pools as a whole. The procedure for 
assigning relative values to these overhead expenses differs from the method 
used in assigning values of the direct labor. The upper and lower limits 
assignable to the direct labor are absolute. In the case of overhead expenses, 
individual expenses may be assigned values outside the range as long as the 
composite ratio is within the range. 

(2) It is not necessary that the contractor's accounting system break 
down the overhead expenses within the classifications of engineering overhead, 
manufacturing overhead, and general and administrative expenses, unless 
dictated otherwise by Ck)st Accounting Standards (CAS). The contractor whose 
accounting system only reflects one overhead rate on all direct labor need not 
change the system (if CAS exempt) to correspond with the above classifications. 
In evaluating such a contractor's overhead rate, the contracting officer can 
break out the applicable sections of the composite rate which can be classified 
as engineering overhead, mainufacturing overhead, and general and adminis- 
trative expenses and follow the appropriate evaluation technique. 

(3) There is a critical factor to consider in the determination of profit in 
this area. Management problems surface in various degrees and the manage- 
ment expertise exercised to solve them shall be considered as an element of 
profit. For example, a new program for an item that is on the cutting edge of the 
state of the art will cause more problems and require more managerial time 
and abilities of a higher order than a ibllow-on contract. If new contracts create 
more problems and require a higher profit weight, foHow-ons shaU be a4JU8ted 
downward as many of the problems shall hav^ been solved. In any event an 
evaluation shall be made of the underlying managerial ^ort involved on a 
case-by-case basis. 

(4) It may not be necessary for the contracting officer to mak^ ft 
separate profit evaluation of overhead expenses with each acquifdtion of 
substantially the same product with the same contractor. Where an analysis of 
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the profit weight to be assigned to the overhead pool has been made, the weight 
assigned may be used for future contracts with the scune contractor until there 
is a change in the cost composition of the overhead pool or the contract 
circumstances, or until the factors discussed in (3) above are relevant. 

3-808.6 Contract Cost Risk. 

(b) General. 

(1) This factor reflects the policy of the Department of Defense that 
contractors bear an equitable share of contract cost risk, and to compensate 
them for the assumption of that risk. A contractor's risk associated with costs 
to perform under a Government contract is usually minimal under cost- 
reimbursement-type contracts. However, as acquisitions progress from basic 
research through follow-on production and supply contracts, the use of in- 
creased oontractor-risk-assumption-type contracts is appropriate for increas- 
ing the contractor's responsibility for performance. The generally accepted 
progression of the acquisition spectrum ranging from basic research through 
supply acquisitions and from cost to firm fixed-price contracts, is shown below: 





TYPE OF EFTORT 


TYPE OF CONTRACT 


1. 


Basic Research 


Cost, CPFF 


2. 


Applied Research 


Cost, CPFF 


3. 


Exploratory Development 


Cost, CPFF 


4. 


Advanced Development 


CPFF, CPAF 


5. 


Engineering Development 


CPFF, CPAF, CPIF 


6. 


Operational System Development 


CPIF, CPAF, FPI 


7. 


First Production 


FPI 


8. 


Follow-on Production 


FPI. FFP 


9. 


Supply 


FFP 



Research and the various categories of development are defined in 4-101. 

(2) In developing the prenegotiation profit objective, the contracting 
officer will need to consider strongly the type of contract anticipated to be 
negotiated and the associated contractor risk when selecting the position in the 
Weight range for profit that is appropriate for the risk to be borne by the 
contractor. This is one of the most important factors in arriving at p^negotia- 
tion profit objectives. 

db) Evaluation of Contractor's Assumption of Contract Cost Risk. 

(1) Evaluation of this risk requires a determination of (i) the degree of 
cost responsibility the contractor assumes, (ii) the reliability of the cost 
estimates in relation to the task assumed, and (iii) the complexity of the task 
assumed by the contractor. This factor is specifically limited to the risk of 
contract costs. Thus, such risks on the part of the contractor as reputation, 
losing a commercial market, losing potential profits in other fields, or any risk 
on the part of the contracting activity, such as the risk of not acquiring an 
effective weapon, are not within the scope of this factor. 

(2) The first and basic determination of the degree of cost responsibil- 
ity assumed by the contractor is related to the sharing of total risk by contract 
cost by the Government and the contractor through the selection of contract 
type. The extremes are a cost-plus-fixed-fee contract, requiring only that the 
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contractor use his best efforts to perform a task, and a firm fixed-inice contract 
for a complex item. A cost-plus-fixed-fee contract reflects a minimum assump- 
tion of cost responsibility, whereas a firm fixed-price contract reflects a com." 
plete assumption of cost responsibility. 

(3) The second determination is that of the reliability of the cost 
estimates. Sound price negotiation requires well-defined contract objectives 
and reliable cost estimates. Prior production experience assists the contractor 
in preparing reliaUe cost estimates on new contracts for similar equipment. An 
excessive cost estimate reduces the possibility that the cost of performance will 
exceed the contract price, thereby reducing the contractor's assumption of 
contract cost risk. 

(4) The third determination is that of the difficulty of the contractor's 
task. The contractor's task can be difficult or easy, regardless of the type of 
contract. 

(5) Contractors are likely to assume greater cost risk only if contract- 
ing officers objectively analyze the risk incident to proposed contracts and are 
willing to compensate contractors for it. Generally, a cost-plus-fixed-fee con- 
tract will not justify a reward for risk in excess of 0.5 percent, nor will a firm 
fixed-price contract justify a reward of less than the minimum on the weighted 
guidelines. Where proper contract-type selection has been made, the reward for 
risk, by contract type, will usually fall into the following percentage ranges: 

(i) type of contract and percentage ranges for profit objectives 

devel(^)ed by using the manufacturing weighted guidelines 

method: 

Coet-Plus-Fixed Fee to 0.5% 

Cost-Plus-Incentive Fee 

With Cost Incentives Only 1 to 2% 

With Multiple Incentives 1.5 to 3% 

Fixed-Prioe-Incentive 

With Cost Incentives Only 3 to 5% 

With Multiple Incentives 4 to 6% 

Prospective Price Redetermination 4 to 6% 

Firm Fixed-Price 6 to 8% 

(ii> type of contract and percentage ranges for profit objectives 

developed by using the research and development weii^ted 

guidelines method: 

Cost-Plus-Fixed Fee to 0.5% 

Coet-Plus-Incentive Fee 

With Cost Incentives Only 1 to 2% 

With Multiple Incentives 1.5 to 3% 

Fixed-Prioe-Incentive 

With Cost Incentives Only 2 to 4% 

With Multiple Incentives 3 to 5% 

Prospective l4ice Redetermination 3 to 5% 

Firm Fixed-Price 5 to 7% 



3-808.6 
ARMED SERVICES PROCUREMENT REGULATIONS 



Digiti 



zed by Google 



65 



DAC #76-23 26 FEB 80 3:150-A 

PROCUREMENT BY NEGOTIATION 

(iii) type of contract and percentage ranges for profit objectives 
developed by using the service contract weighted guidelines 
method: 

Co6t-Plu8-Fi](ed Fee to 0.5% 

Coet-Plus-Incentive Fee 1 to 2% 

Fixed-Price-Incentive 2 to 3% 

Firm Fixed-Price 3 to 4% 

a. These ranges may not be appropriate for all acquisitions. For 
instance, a fixed-price-incentive contract that is closely priced with- a low 
ceiling price and hi^ incentive share may be tantamount to a firm fixed-price 
contract. In this situation, the contracting officer may determine that a basis 
exists for high confidence in the reasonableness of the estimate and that little 
opportunity exists for cost reduction without extraordinary efforts. On the 
other hand, a contract with a high ceiling and low incentive formula can be 
considered to contain coet^plus-incentive-fiw contract features. In this situa- 
tion, the contracting officer may determine that the Government is retaining 
much of the contract cost responsibility and that the risk assumed by the 
contractor is minimal. Similariy, if a cost-plus-incentive-fee contract indudes 
an unlimited downward (negative) fee ac^ustment on cost control, it could be 
comparable to a fixed-price-incentiv^ contract. In such a pricing environment, 
the contracting officer may determine that the Government has transferred a 
greater amount of cost responsibility to the contractor than is typical under a 
normal cost-plus-incentive-fee contract 

b. The contractor's subcontracting program may have a significant 
impact on the contractor's acceptance of risk under a contract fbrm. It can 
cause risk to increase or decrease in terms of both cost and performance. This 
consideration shall be a part of the contracting officer's overall evaluation in 
selecting a factor to apply for cost risk. It may be determined, for instance, that 
the prime contractor has effectively transferred real cost risk to a subcontrac- 
tor and the contract cost risk evaluation, as a result, may be below the range 
that would otherwise api^y for the contract type being proposed. This situation 
will be found to exist only in a few extraordinary situations under drcum* 
stances of (i) a follow-on production contract, in which a substant&l portion of 
the total contract costs represents a single subcontract or a few subcontracts, 
(ii) the (Idlest incentive reward and penalty feature on cost peribrmance 
having been passed by the prime contractor to the subcontractor. In an 
acquisition in which all of those circumstances are found to exist, a hmer than 
usual profit weight may be applied to the aggregate of Id! recognized costs 
including the subcontract portion. The contract cost risk evaluation shall not 
be lowered, however, merely on the basis that a substantial portion of the 
contract costs represents subcontracts without any substantial transfer of 
contractor's risk,' since this can result eventually in a lessening of the amount 
of work let on subcontracts. 

a In making a contract cost risk evaluation in an acquisition that 
involves definitization of a letter contract, unpriced change orders, and un- 
priced orders, under BOAs, comdder the effect on total contract cost risk as a 
result of having partial performance before definitization. Under some circum- 
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stances it may be reasoned that the total amount of cost risk has been 
effectively reduced. Under other circumstances it may be apparent that the 
contractor's cost risk remained substantially unchanged. To be equitable, the 
determination of a profit weight for application to the total of all recognized 
costs, both those incurred and those yet to be expended, must be made with 
consideration to all attendant circumstances and not be just the portion of costs 
incurred, or percentage of work completed, prior to definitization. 

d. Time and material, labor hour, and overhaul contracts priced on a 
time and material basis shaU be considered to be cost-plus-fixed-fee contracts 
for the purpose of establishing a profit wei^t in the evaluation of the 
contractor'sjussumption of contract cost risk. 

e. In determining the contract cost risk percentage under CONTRAC- 
TOR RISK in profit factors of the weighted guidelines provided in a^808.4(a), it 
is appropriate to consider additional risks associated with foreign military 
sales (FMS). To be recognized, an additional cost risk factor shall be demon- 
strated by the contractor to be significant and over and above that normaUy 
present in DoD contracts for similar items. If an additional cost risk factor 
associated with FMS is recognized, the total profit under the CONTRACTOR 
RISK section (d-808.4(a)) shaU not exceed the limits set forth in a^808.e(bX5) 
for different types of contracts. For example, when the manufacturing 
weighted guidelines method is used, the limitation wiU be 0.5 percent for CPFF 
contracts, 3 percent for CPIF contracts, 6 percent for FPI contracts and 8 
percent for FFP contracts. The additional cost risk factor shall not apply to 
foreign military sales made from inventories or stocks nor to acquisitions made 
under DoD cooperative logistics support arrangements. 

3-808.7 FaciJitieb Capital Investmeat This element relates to the consider* 
ation to be given in the profit objective in recognition of the investment risk 
associated with the facilities employed by the contractor. Sixteen to twenty 
percent of the net book value of facilities capital allocated to the contract is the 
normal range of weight for this profit factor. The key factors that the contract- 
ing officer shcdl consider in evaluating this risk are: 

(i) the overall cost effectiveness of the facilities employed; 
(ii) whether the facilities are general purpose or special purpose 

items; 
(iii) the age of the facilities; 
(iv) the undepreciated value of the facilities; 

(v) the relationship of the remaining writooff life of the investment 
and the length of the program(s) or contract(s) on which the 
facilities are employed; and 
(vi) special contract provisions that reduce the contractor's risk of 
recovery of facilities capital investment (termination-protection 
clauses, multiyear cancellation ceilings, etc.). 
To assist in evaluating new investment, the contracting officer should request 
the contractor to submit reasonable evidence that the new facilities are part of 
an approved investment plan and that achievable benefits to the Government 
will result from the investment. New industrial facilities and equipment shall 
receive maximum weight when they — 
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(i) are to be acquired by the contractor primarily for defense 

business; 
(ii) have a long service life; 

(iii) have a limited economic life due to limited alternative uses; and 
(iv) reduce the total life cycle cost of the products produced for the 
Department of Defense. 
To the extent that the new investment represents routine replacement of 
existing assets, a lesser weight shall be assigned. 
MOSS Special Factors, 
(a) Productivity. 

(1) General. A key objective of the DoD profit polipy is to reduce the 
cost of defense preparedness by incentivizing defense contractors' investment 
in modem cost-reducing facilities and other improvements in efficiency. To the 
extent that costs serve as the basis for pricing (both cost and profit), success in 
reducing costs can serve, in turn, to reduce profit dollars opportunity. For 
example, a fixed-price incentive-type contract is t3rpically used for the first 
production contract of a mcgor weapon system program. The incentive to 
increase productivity and reduce cost within one contract works against a 
contractor on foUpw-on production contracts because the reduced level of cost 
becomes a part of the basis for pricing subsequent contracts. In order to 
mitigate the loss of profit dollars opportunity that occurs when costs are 
reduced due to productivity gains, a special "Productivity Reward" may be 
included in the prenegotiation profit objective of a pending acquisition under 
certain circumstances. 

(2) Applicability Criteria. The "Productivity Reward" may be applied 
when the following criteria are met: 

(i) The pending acquisition involves a fisllow-on production 

contract, 
(ii) Reliable actual cost data is available to establish a fair and 

reasonable cost baseline, 
(iii) Changes made in the configuration of the item being acquired 

are not of sufficient magnitude to invalidate price 

comparability. 

(3) Implementation Procedures. The amount of productivity reward 
for a given contract is based on the estimated cost reduction that can be 
attributed to productivity gains. Set forth below are principles and procedures 
that apply to estimating cost reductions and calculating the productivity 
reward: 

(i) The contractor shaU prepare and support the cost reduction 
estimate. 

(ii) The overall contract cost decrease shall be based on estimated 
decreases measured at the unit cost level. 

(iii) The lowest average unit cost (exclusive of profit) for a preced- 
ing production run shaU serve as the unit cost baseline. 

(iv) A technique shall be employed to determine that portion of 
the cost decrease attributable to productivity gains as op- 
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posed to the effects of quantity differences between the base 

contract and the pending acquisition, 
(v) When the parties agree that the estimated overall contract 

cost decrease is materially affected by price level diflferenoes 

between the base period and the current point in time, an 

economic price adjustment may be applied to the estimate. 
(vi) The productivity reward shaU be calculated by multiplying 

the contract cost decrease due to productivity gains by the 

base profit objective rate. 
(vii) The degree of review and validation of the data supporting 

the productivity reward calculation shaU be commensurate 

with the materiality of this profit element in relation to the 

overall price objective. 
There may be several methods advanced, by both contracting ofl&oers and 
contractors, to quantify productivity gains. Any technique may be acceptable, 
provided it takes into account equitably the principles and procedures lis^ 
above. 

01>) Independent Development Contractors who develop items that have 
potential military application without Grovemment assistance are entitled to 
special profit consideration on those items as a special profit factor to be 
considered within the weighted guidelines in arriving at a profit objective. One 
to four percent of recognized cost is established as the normal range of value for 
this profit factor. The criteria for selection of the specific percentage shall be 
the importance of the development in advancing defense purposes, the demon- 
stratable initiative in determining the need and application of the develop- 
ment, the extent of the contractor's cost risk, and whether the development 
cost was recovered directly or indirectly from Government sources. 

(c) Other Factors. A composite percentage weight within the range of -5 
percent to +5 percent of the basic profit objective may be assigned to other 
profit factors in arriving at the total profit objective. These other profit factors, 
which may apply to special circumstances or particular acquisitions, relate to 
contractor participation in the Government's Small Business, Small Disadvan- 
taged Business, and Labor Surplus Programs, and to special situations not 
specifically set forth elsewhere in these guidelines. Participation that is rated 
as merely satisfactory shall be assigned a weight of zero, generally. Evidence of 
energetic support may justify a plus weight and poor support a negative weight 
Special situations may be assigned either a plus or minus wei|^t depending on 
the particular circumstances of the acquisition. 

(1) Small Business and Small Disadvantaged Business Participation. 
The contractor's policies and procedures that energetically support Govern- 
ment small business and small disadvantaged business subcontracting pro- 
grams, pursuant to 1-707 and 1-332, shall be given favorable consideration. Any 
unusual effort that the contractor displays in subcontracting with small 
business or small disadvantaged business concerns, particularly for 
development-type work likely to result in later production opportunities, and 
the overall effectiveness of the contractor in subcontracting with and flimish- 
ing assistance to such concerns shall be considered. Conversely, failure or 
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unwillingneBS on the part of the contractor to support Government small 
business or small disadvantaged business policies shall be viewed as evidence of 
poor performance for the purpose of establishing a profit objective. 

(2) Labor Surplus Area Participation. A similar review and evaluation 
(as required in (1) above) shall be given to the contractor's policies and 
procedures supporting the Government's Labor Surplus Area Program, pur- 
suant to 1-805.1. In particular, favorable consideration shall be given to a 
contractor who (i) makes a significant effort to help find jobs and provide 
training for the hardcore unemployed, or (ii) promotes mcucimum subcontrac- 
tor utilization of certified eligible concerns, as defined in 1-801.1. 

iS) Enei^gyCdnservatioB. Favorable consideration shall be given to the 
contractor's initiatives and accomplishments in the conservation of energy . 

(4) Special Situations. Particular situations may justify use of a profit 
&ctor other than those specifically identified in these guidelines. These situa- 
tions shall be identified and the reason(s) for their use documented in the 
records of price negotiation. Examples of such situations include contractor 
effort to exploit additional production cost-reduction opportunities or to im- 
prove or develop new product/manufacturing technologies to reduce 
production cost. 

3-M9 Contract Audit 88 a Pricing Aid. 

(a) General. Contract audit services are available in two forms: 

(i) Audit reports setting forth the results of auditors' reviews and 
analyses of cost data submitted by contractors as part of pricing 
proposals, reviews of contractors' accounting systems, estimating 
methods, and other related matters; and 
(ii) "On-the-spot" personal consultation and advice to contracting 
and contract administration personnel in connection with ana- 
lyses of contractors' cost representations and related matters by 
liaison auditors stationed at contracting and contract administra- 
tion offices. 
Contract auditors are professional accountants who, although organizationally 
independent, are the principal advisors to contracting officers on contractor 
accounting and contract audit matters. The terms "audit review" and "audit" 
refer to examinations by contract auditors of contractors' statements of actual 
or estimated costs to the extent deemed appropriate by the auditors in the light 
of their experience with contractors and relying upon their appraisals of the 
effectiveness of contractors' policies, procedures, controls, and practices. Such 
audit reviews or audits may consist of desk reviews, test checks of a limited 
number of transactions, or examinations in depth, at the discretion of the 
auditor. 

(b) Audit Reports on Contractor Price PropoeaJs. 

(1) The auditor's role in the evaluation of contractor pricing proposals 
is set out in detail in 3-801. The procedures 
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(d) One of the following paragraphs shall be added to the Option clause 
when the Government either knows or anticipates that the option may be exer- 
cised to fulfill Foreign Military Sales (FMS) requirements. These added provi- 
sions are not required nor shall they be placed into contracts for the establish- 
ment or replenishment of Department of Defense inventories or stocks, or 
procurements made under DoD Cooperative Logistic Support Arrangements. 

( 1 ) Insert a paragraph substantially as follows when the Government and 
the contractor are able to negotiate a price in advance for FMS requirements: 

The U. S. Government may exercise the option or options under this clause to fulfill Foreign 
Military Sales commitments undertaken by the U. S. Government on behalf of a foreign country. 

(2) Insert a paragraph substantially as follows when the Government an- 
ticipates that the option may be exercised for FMS requirements and the Govern- 
ment and the contractor are unable to negotiate any additional cost or profit con- 
siderations attributable to FMS included in 6-1304 and 3-808J6 (b)(5) 6 
until a specific country or countries are subsequently 
Identified: 



The U. S. Government may exercise the option or options under this clause to fulfill Foreign 
Military Sales commitments undertaken by the U. S. Government on behalf of a foreign country. 
At the date of exercise of the option, the U. S. Government will identify the foreign country for 
the purpose of negotiating an equitable price adjustment for any additional cost or profit con- 
siderations attributable to Foreign Military Sales included in 6-l3()4 and 3-808. 6(b) (5) 6 • 

Failure to agree to such an equitable adjustnnent shall be 
treated as a dispute within the meaning of the clause of 
this contract entitled "Disputes." 
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(f) Purchases from overseas exchange and educational services (e.g.^ Europe 
an - Korean Exchange Systems) shall be reported on line 4b of Section A and line 
6 of Section B. 

21-206 Section B, Negotiated Actions. 

(a) Enter the number and dollar amount of negotiated actions of $10,000 or 
less according to the authority of 10 U.S.C. 2304(a) which was used. The totals 
of Lines 1 through 17 in Section- B shall equal the sums of the entries on Lines 16, 
26, 36, and 46 in Section A. 

(b) The following provision is applicable only to U.S. Army Troop Support 
Agency Activities. In lieu of separately tabulating nonfood/food transactions for 
commissary resale items that are reportable under negotiation authority 10 U.S.C. 
2304(a)(8) and (9), a ratio of the total shall be reported as follows: 

( 1 ) Enter 26% of the total actions on Line 8 and 74% on Line 9. 

(2) Enter 37% of the total dollar value on Line 8 and 63% on Line 9. 
21-207 Section C, Research Development, Test and Evaluation Actions. 

(These actions are also reported in Sections A and B). Enter the number and dol- 
lar amount of actions of $10,000 or less for research, development, test and 
evaluation work on Lines 1 through 4. Do not include purchases of supplies or 
services that are incidental to the fulfillment of RDTE work but do not require 
contractor RDTE performance (see 21-1 16(a)). 

21-208 Section D, Competition in Negotiated Actions. 

(a) Enter on Line 1 the number and dollar amount of actions determined to 
be price competitive in accordance with the criteria set forth .in 2 1-1 26(c). 

(b) Enter on Line 2 the number and dollar amount of all actions which are 
not considered to be price competitive. 

(c) Enter on Line 3 the sums of entries on Lines 1 and 2 of Section D. The 
Line 3 totals shall equal the totals on Line 18 of Section B. 

21-209 Section E, Minority BusincM Actions. (See 1-332-2.) 

(a) Enter on Line 1 the number and dollar amount of awards made to 
minority business firmft that were made through the Small Business Administra- 
tion pursuant to the Small Business Act - Public Law 85-536 Section 8(a). 

(b) Enter on Line 2 the number and dollar amount of awards made directly 
to minority business firms. 

(c) Enter on Line 3 the sums of the entries in Lines 1 and 2 of Section E. 
21-210 AilJastments. Revised DD Form 1057 reports shall not be submitted; 

but the amounts of corrections or adjustments, if required, shall be included in 
the report for the following month. If the cdrrection or adjustment results in a net 
reduction of either action or dollar amounu, enter the symbol **CK** following the 
amount to signify a credit entry. 
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Part 3— Report of Individual Contract Profit (DD Form 1499) 

21-300 Scope and Purpose of Part. This part prescribes the reporting on 
DD Form 1499 (F-200.1499) of cost and profit plans on contract actions of 
$500,000 or more, negotiated by specified contracting offices. The form provides 
a basis for ancdyzing profit patterns and weighted guidelines objectives on 
defense contracts. As used in this part, the term cost includes target cost as well 
as estimated cost, and the term pro£t includes fee. 

21-301 Applicability. DD Form 1499 shall be prepared by each contract- 
ing office of the — 

(i) Army Materiel Development and Readiness Command, Ballistic 
Missile Defense Systems Command, Defense Supply Service, 
Washington, and U.S. Army Corps of Engineers; 
(ii) Air Force Logistics and Systems Commands; and 
(iii) Navfid Air, Sea, and Electronic Systems Commands, Navcd Facili- 
ties Engineering Command, Navcd Regioncd Contracting Office, 
Philadelphia. The form also shall be prepared by the following 
Navy activities of the Navcd Supply Systems Command: Navy 
Aviation Supply Office, Philadelphia; Navy Ships Parts Control . 
Center, Mechanicsburg; and Naval Regioncd Contracting Office, 
Long Beach. Contracting offices located outside the United States, 
its possessions, and Puerto Rico, under the jurisdiction of the 
above-mentioned conmiands, are exempt from this reporting 
requirement. 
21-302 Coverage. 

(a) A DD Form 1499 shall be prepared by the contracting offices described 
in 21-301 for each negotiation of a contractual agreement involving a separate 
cost and profit that together total $500,000 or more. This negotiated total may 
agree, but not necessarily, with the amount obligated by the contractual 
instrument. The instrument may be a new definitive contract, an indefinite 
delivery-type contract, the definitization of a letter contract, or order under a 
basic ordering agreement, a supplemental agreement, or any other action in 
which the contracting officer and contractor negotiate an estimated cost and 
profit. If, in connection with a fixed-price-type contract or contract modifica- 
tion, the contracting officer requires the contractor to submit cost or pricing 
data pursuant to 3-807.3, a DD Form 1499 shall be prepared showing the 
contracting officer's best estimate of cost and profit. 

(b) If more than one profit rate applies to a negotiation and the amount for ' 
each rate is $500,000 or more, a separate DD Form 1499 shall be used to report 
data for each rate. If the dollar amount for any profit rate of a multirate 
negotiation is less than $500,000, the data for the amount below $500,000 shall 
not be reported. If the separation of a contract into different rates produces no 
portion of $500,000 or more, a report on DD Form 1499 shall not be submitted. 

(c) If any reportable negotiation includes a cost or cost-sharing portion or a 
firm fixed-price portion not reportable pursuant to (a) above, that portion shall 
not be reported on DD Form 1499. If the application of this provision fragments 
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an action so that an otherwise reportable portion is less than $500,000, that 
portion shall not be reported on DD Form 1499. 

(d) A DD Form 1499 shall be submitted if the above conditions are met, 
even though (i) price competition was used, (ii) weighted guidelines were not 
used, or (iii) a supplemental agreement involving cost and profit was executed 
without changing the profit rate applicable to the basic contract. 

21-303 Due Date and Distribution. 

(a) Contracting offices shall (i) prepare DD Form 1499 as soon as possible 
after the date of action, (ii) assemble the reports for the month of action, and 
(iii) forward the reports in duplicate within 10 days after the close of the month 
as follows: 

(l)Army: HQDA (JDHQ5V-W-P), Washington, D.C. 20310: 

(i) Contracting offices under the jurisdiction of DARCX)M and 
the BMDS Command shall report through U.S. Army Mate- 
riel Development and Readiness Conmiand, Attn: DRCPP- 
SC, 5001 Elsenhower Avenue, Alexandria, Va. 22333; 
(ii) Contracting offices under the jurisdiction of the U.S. Army 
Corps of Engineers shall report through the Office, Chief of 
Engineers, HQDA (DAEN-PRP), Washington, D.C. 20314. 

(2) Navy: Headquarters, Navcd Bilaterial Command, Attn: MAT- 
08C1D, Washington, D.C. 20360. 

(3) Air Force: AFLC/ACOCD, Wright-Patterson Air Force Base, 
Ohio 45433. 

(b) Prior to submission of DD Form 1499, contracting offices shall review 
the form and associated contract files sufficiently to insure that all reportable 
transactions are reported and that reports are complete and accurate. 

(c) DD Form 1499 shall be submitted as an unclassified document. If the 
reporting office considers it necessary to apply a security classification to a DD 
Form 1499, a communication relating the reasons for the classification shall be 
submitted to the Office of the Assistant Secretary of Defense (Comptroller), 
Attn: Directorate for Information Operations and Control, through the appro- 
priate organization in 21-303(a). In no case shall security classification be 
considered a reason for not reporting on DD Form 1499. 

(d) The reporting requirements of this part are assigned RCS:DD- 
R&B(M)1215. 

21-304 Specific Entries on DD Form 1499. 

(a) Department Enter Army, Navy, or Air Force, as appropriate. 

(b) Item 1, Report No. Each contracting office identified by a separate 
number in the item 5 code block shall enter a four-digit number assigned 
consecutively starting with 0()01 at the beginning of each fiscal year. This 
nun&ber shall be followed by the last two digits of the fiscal year. Numbers with 
less than four significant digits shall be preceded by zeros; e.g., the fourth 
report in fiscal year 1977 would be numbered 0004-77. This number identifies a 
specific DD Form 1499 and is not related to any DD Form 350 number. 

(c) Item 2, Contract No. Enter the contract number in items 2.a., b., c, and 
d., in the manner prescribed for DD Form 350 in 21-1()8. 
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(d) Item 3, SPUN, Enter in item 3 any order, supplemental agreement, or 
other modification number in the manner prescribed for DD Form 350 in 
21-110. 

(e) Item 4, Date of Action. Enter in numeric terms the year and month (e^., 
77-03 for 1977 March) when a mutually binding agreement was reached on the 
estimated cost and profit. For example, this may be the date when — 

(i) a new definitive contract was awarded, 
(ii) a letter contract was definitized, 
(iii) a supplemental agreement was executed, 
(iv) a change order was definitized, etc. 

(f) Item 5, CoDtracting OfSce Name, Enter the name of the contracting 
ofiice submitting the report, and enter in the item 5 code space, the symbol or 
number assigned to that contracting ofiice in the DoD Procurement Coding 
Manual, Volume m. 

(g) Item 6, J^pe of Pndng Action. Enter in the item 6 code space Code A for 
the first reportable action pertaining to a contract, i.e., the award of a new 
definitive contract, a definitive contract superseding a letter contract, or an 
indefinite delivery-type contract. Enter Code B for all other types of actions, 
including orders under basic ordering agreements. 

(h) Item 7, Contractor IdentiBcation. Enter the complete name of the 
concern and, if applicable, the name of the division to wMch the award was 
made. Enter in the item 7 code space the first six digits of the contractor code as 
shown in the DoD Procurement Coding Manual, Volume II. If the contractor is 
not listed in the manual, no code shall be entered by the contracting office. 

(i) Item 8, Principal Place of Performance. Enter the actual location of the 
plant or place of business where the items will be produced or the service 
rendered in accordance with instructions in 21-113 for DD Form 360. Enter in 
the item 8 code space the city and State codes shown for the contractor at the 
specified location in the DoD Procurement Coding Manual, Volume II. If the 
contractor's name is not listed in the manual, or is listed for a location or 
locations other than the one reported, no code shall be entered by the contract- 
ing office. 

(j) Item 9, Federal Supply Class or Service Code. Enter the appropriate 
Federal Supply Class or Service Code from the DoD Procurement Coding 
Manual, Volume I, in accordance with instructions prescribed for item IDA of 
DD Form 360 in 21-116. 

(k) Item 10, DD Claimant Program No. Enter in the item 10 code space the 
code from the DoD Procurement Coding Manual, Volume I, Section m, that 
describes the commodity or service called for by the contract. 

(1) Item 11, Weighted Guidelines Category. Enter in the item 11 code space 
only one of the Codes A, B, C, or D, to identify the weighted guidelines 
applicable to the reported action. 

(m) Item 12, J^pe of Contract Enter in the item 12 code space only one of 
the codes A, J, K, L, R, U, or V to show the pricing provisions applicable to the 
reported action. If more than one type of pricing applies to a single negotiation, 
the provisions of 21-302(c) and (d) apply. That is, separate DD Forms 1499 shall 
be prepared for each type of pricing involving a cost and profit totaling 
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$500,000 or more; DD Forms 1499 shall not be prepared for (i) types of pricing 
with less than aggregate cost and profit of $500,000, (ii) cost-no-fee, or (iii) firm 
fixed-price without a negotiated cost and profit, 
(n) Item 13, Negotiation Summary. 

(1) Enter dollar amounts applicable to lines a. through f as proposed 
by the contractor, the Government's objective, and the negotiated amounts. 
These entries shall be to the nearest whole dollar; do not show cents, or make 
entries involving cent positions. For example, $568,035.54 shall be entered as 
$568,036 and not as $568,036.00; $500,500.49 shall be entered as $500,500. 

(2) The dollar entries shall reflect the entire reportable amounts 
negotiated in the contractucd agreement, not merely the portion obligated. 
Thus, awards contemplating incremental funding shall be reported as total 
negotiated cost and profit at the time of initial award, not as the amounts 
initially obligated. However, amounts applicable to options for additional 
quantities shall be excluded unless the options are exercised. When options are 
exercised, a report shall be submitted if the amounts meet the dollar threshold 
of21-302. 

(3) For cost-plus-award-fee (CPAF) contracts, only the base fee shall be 
reported. 

(4) For indefinite delivery-type contracts, the amounts reported shall 
reflect the best estimate of the annual requirement on the first reportable 
delivery order. 

(5) Enter on line g. the cost of money percentage rate proposed by the 
contractor, obtained from block 1 of the CASB-CMF form. The (^jective and 
negotiated rate will be the cost of money percentage rate used on the DD Form 
1861. 

(o) Item 14, Weighted Guidelines Prom Factors (see DD Form 1547). If 
weii^ted guidelines are used, show the measurement base and profit/fee 
dollars in whole numbers in accordance with (n) above. If the weighted 
guidelines are not used to develop the prenegotiation profit ol^jective, enter the 
measurement bases on line a. and complete only lines e., f., and g. The 
manufacturing guidelines acljustment, line a.(ll), shall be completed only for 
contracts coded A in item 11 and must equcd 30 percent of the amount entered 
on line a.(10). The cost of money adjustment, line e., shall be completed for all 
contracts coded as B, C, or D in item 1 1 and must equal the objective amount in 
item 13.b. 
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Senator Morgan. It is understood that the OflSce of Federal Procurement Policy 
has issued for comment a profit policy for defense contracts — the thrust of which 
would permit competitors to earn from such contracts the same as they could earn 
from the investment in other opportunities with a similar risk? Is this correct? 

iMr. Church. The proposed policy you refer to would be applicable to all Fed- 
eral agencies, and contains a broad statement of policy referring to long-tenn 
profits on Government contracts generally. It should not be taken to apply to indi- 
vidual contracts. We are recommending to the OflSce of Federal Procurement 
Policy that this statement be changed to clarify this point. 

Senator Morgan. Could there not be examples where the provisions of this bill, 
if enacted, would cause a reduction in overall profits for any given defense 
contractor? 

Mr. Church. Any profit limitation statute, if invoked to recoup excess profits, 
would cause a reduction in overall profits for a defense contractor. The Patterson 
bill has a loss carry forward feature, however, which would allow a net loss in a 
given year to be allowed as a credit against any excess profit for the next 
4 years. 

Senator Morgan. For example, we have heard that profits in the shipbuilding 
industry for constructing naval ships has been on the order of 2 percent to 3 per- 
cent after taxes in the past few years. At the same time, there may be examples 
under a particular contract for overhaul or otherwise where the fee or profit 
might exceed 15 percent. Since this bill does not limit profits by contract and does 
not permit any aggregation, would not the result under such circumstances be a 
reduction where the profit on new construction might be 5 percent but also 
limited to 15 percent for other work? 

Mr. Church. Yes. 

Senator Morgan. In terms of application, how would DOD apply the excess 
profits limitation to contracts involving in part foreign production — such as, 
for instance, the various co-production contracts which will be amended and 
added to from time to time with producers in NATO countries for the F-16? 

Would DOD also apply these provisions to all contracts involving foreign 
military assistance? 

Would it also apply to DOD contracts with overseas producers in other coun- 
tries, that is with non-U. S. corporations? 

Mr. Church. We interpret the language of the Patterson bill as exempting 
contracts for foreign military sales, which are paid for by a foreign country, but 
applying to purchases made under the military assistance program, which are 
paid for with appropriated funds. 

The bill would technically apply to such contracts, although as a prac- 
tical matter, we would likely waive the application of profit limitation in these 
cases. 

Senator Morgan. Even though the terms of the bill would apply to any ne- 
gotiated DOD contracts, how could it be applied to a foreign corjwration where 
the problems of auditing and policing not controlled by U.S. law might be most 
difficult? 

Mr. Church. In our dealings with foreign corporations, we have sought to do 
business with them on the same terms as we would with a U.S. contractor. We 
believe such an approach is in the best interest of the American taxpayer. We 
have been generally successful in this business approach, once the ground rules 
are understood by the foreign contractor. We do not anticipate any real prob- 
lems in this regard. 

Senator Morgan. We will stand adjourned. 

[Whereupon, at 4 :15 p.m. the subcommittee meeting was adjourned.] 
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VINSON-TRAMMELL ACT REPEAL OR REVISION 



WEDNESDAY, APRIL 2, 1980 

U.S. Senate, 
Procurement Poucy and Reprograming SuBCOMMrrrEE, 

Committee on Armed Services, 

WasMngton^ D.O. 
The subcommittiae metj pursuant to notice, at 2 :05 p.m., in room 212, 
Russell Senate Office Building, Hon. Robert Morgan presiding. 
Present : Senator Morgan. 

Staff present: John cT Roberts, general counsel; Rhett B. Dawson, 
counsel; John T. Ticer, chief clerk; Karen A. Love, clerical assistant. 

OPENING STATEMENT B7 SENATOR HOROAN, CHAIRMAN 

Senator Morgan. We will reconvene our committee meeting. 

On February 25 of this year, we held our first hearing on the subject 
of the Vinson-Trammell Act. At that time, we took testimony from 
Senators Cranston of California and Lugar of Indiana who have intro- 
duced a bill here in the Senate, S. 1687, to repeal the Vinson-Trammell 
Act. This bill is substantially identical to one introduced by Repre- 
sentative McCloskey of California in the House. Congressman Mc- 
Closkey will testify here today to explain his bill and to give support 
for it. 

On February 25, we also heard testimony from Senator Pell of 
Rhode Island m support of his bill which raises the exemption figure 
in the Vinson-Trammell Act as currently written. 

We also heard from Senator Mathias of Maryland who testified in 
support of repeal of the Vinson-Trammell Act, and from Congressman 
Patterson of California who testified in support of his bnl which 
would repeal the existing act and put in its place a 15-percent profit 
limitation on sole source contracts in excess of $5 million let by the 
Defense Department. 

He would permit deductions for value engineering and incentive 
amounts earned by the contractor under the terms of the contracts. 
In the event of net loss situations on defense contracts he would permit 
a 4-year carryover. 

His legislation would have a 5-year sunset date and provide for 
annual reports to the Congress. 

After the hearing on February 25, 1980, I introduced here in the 
Senate a bill identical to that introduced into the House by Congress- 
man Patterson, not because I necessarily espouse all of its provisions, 
but because I view it as a viable alternative which we should have 
officially before the subcommittee. 
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In addition to hearing from Congressman McCloskey today in 
support of his bill to repeal Vinson-Trammell, we will hear rrom 
Congressman Joseph Minish of New Jersey, who is the sponsor of a bill 
in the House, H.R. 3623, which would essentially revamp Vinson- 
Trammell as a successor to the Renegotiation Act, setting a straight 10- 
percent profit limitation on all defense work, including subcontracts 
above a $3 million threshold and providing a number of factors for 
the Secretary of the Treasury to consider when determining whether 
profits in excess of 10 percent are unreasonably high. 

We will also hear from Mr. Walton H. Sheley, of the General Ac- 
counting Office, who will give the views of that agency on the Vinson- 
Trammell Act and any potential successor profit limitation which may 
be proposed. 

We will also take testimony today from Theodore M. Kostos repre- 
senting the American Bar Association, Mr. William H. Smith, corpo- 
rate director of contracts, Newport News Shipbuilding & Drydock 
Co., Mr. Carl A. Paladino, senior vice president and treasurer, Grum- 
man Aerospace Corp., and Mr. John W. Zevenbergen, president 
and chief operating officer, John Fluke Manufacturing Co., Inc. 

We welcome you. Congressman Minish. We would be glad to hear 
from you at this time. 

STATEMENT OF HON. JOSEPH G. MINISH, A U.S. REPRESENTATIVE 
PROM THE STATE OP NEW JERSEY, ACCOMPANIED BY JIM 
BROWN, COUNSEL 

Representative Minish. Thank you, Mr. Chairman. Thank vou for 
invitmg me to testify on the subject of the Vinson-Trammell Act. 

My message is rather simple. First, I would like to tell you why we 
need an agency to watch over and prevent excessive profits on the part 
of defense contractors. Then I would like to explain what I think such 
an agency should look like. 

I ask, Mr. Chairman, that the full text of my speech be put in the 
record. 

Senator Morgan. The full text of your statement will be made a part 
of the record. 

[The prepared statement of Mr. Minish follows :] 

Pbepared Statement of Gongbessman Joseph 6. Minish 

Mr. Chairman, members of the subcommittee, thank you for inviting me to 
testify on the subject of the Vinson-T\rammell Act. 

My message is rather simple. First, I would like to teU you why we need an 
agency to watch over and prevent excessive profits on the part of defense con- 
tractors. Then I would like to explain what I think such an agency should look 
Uke. 

As we all know, President Carter has proposed substantial increases in our 
military budget. I don't have to tell the members of the Senate Armed Servicefl 
Committee that we already spend an enormous amount of money on defense 
procurement. According to the Department of Defense, we spent over $65 billion 
on procurement in 1978. This was an increase of almost $10 billion over the 1977 
figure. 

Given this substantial increase and the likelihood that our military spending 
will continue to irise sharply, I think the American people have a right to expect 
that their money is spent wisely and not thrown away. 

I think most people would agree that there are two ways to insure reasonable 
prices and profits for the defense industry. One would be to leave the question 
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of price to the market place. I believe that in a healthy and truly competitive 
market we could rely on price competition to ensure that we get the best bargains 
for our dollars. However, according to the Department of Defense, only a frac- 
tion of defense contracts, usually less than 15 percent, are awarded on the basis 
of price competition. In 1978, 63.8 percent—almost two thirds of all defense pro- 
curement went to sole sources. The percentage of sole source awards has risen 
and will apparently continue to rise every year. In 1976, 57 percent of our pro- 
curement dollars went to sole sources. In 1977, that amount rose to 62.4 percent 
and, as I said, in 1978 it rose again to 63.8 percent. In addition to the large sole 
source awards, most of the remaining government contracts are given out in 
situations where there are only a few competitors and where, because of tech- 
nical, engineering or other factors, there may be little or no competitive pressure 
to keep prices and profits at a reasonable level. Therefore, in many segments of 
the defense industry, the government faces a seller's market where contractors 
set prices. Because government demand refiects public policy choices rather than 
market pressure, the government often finds itself in a situation where it needs 
hardware and must pay whatever the contractor asks. In such cases, the only 
way the government can protect itself is to review contracts after they are 
completed and to recover any excessive profits at that time. 

The defense industry and its supporters will attack any form of profit limita- 
tion by contending that our defense procurement system has built-in safeguards 
which can prevent excessive profits. In many cases, that's not true. No govern- 
ment procurement safeguard or refinement places a limit on how much money 
the government will have to pay a sole source defense contractor if the contrac- 
tor names his price and refuses to proceed with the work until his demands are 
met. In a seller' market, the DOD has little leverage to negotiate lower prices 
and no existing DOD procurement safeguard gives it the authority to do so. 

It is worth noting, but seldom mentioned, that practically every independent 
study of our procurement system has recommended post-contract curbs on ex- 
cessive profit. Among those studies are : 

1. Report by the StaflF of the Joint CJommittee on Internal Revenue Taxation — 
September 30, 1975. 

2. GAO Report — "The Operations and Activities of the Renegotiation Board" — 
May 9, 1973. 

3. GAO Report — "Causes of Excessive Profits on Defense and Space Con- 
tracts"— December 31, 1975. 

4. Report of the Commission on Government Procurement — ^December, 1972. 

5. Report by the Committee on Government Operations — "The Eflaciency and 
EflCectiveness of Renegotiation Board Operations" — ^December 16, 1971. 

On the other hand, there have been no independent studies which have recom- 
mended abolishing all procurement watchdog agencies. In fact, the only studies 
I have ever seen which recommend abolishing watchdog agencies have been 
done under the auspices of the defense industry. To say the least, I question 
the objectivity of studies supported by those with such an enormous vested 
interest. 

I feel that I should also mention that while the spokesmen for the defense 
industry cite procurement safeguards as obviating the need for watchdog agen- 
cies, these same industry representatives are doing their best to eliminate those 
safeguards. For example, the defense industry right now is in the midst of a 
concerted effort to kill one of the procurement safeguards they cite—the Cost 
Accounting Standards Board. If you don't believe me, ask some of the defense 
lobbyists about their views on the Cost Accounting Board when they testify 
here. 

In summation, if we had true price competition in the defense industry, I 
would say that we don't need a watchdog agency. However, with two-thirds of 
our defense dollars going to sole sources, there has to be some other way of 
insuring that the taxpayers, we represent get true value for the enormous amount 
of money we spend for defense. The only way to do this is to have an independent 
agency looking over the shoulder of the DOD and the defense industry. 

^. would like to make a few suggestions about what this watchdog agency 
should look like. „ ,, a . . ^i. 

Not surprisingly, I am not thrilled with the Vinson-Trammell Act in its pres- 
ent incarnation. It is unfair in that it applies only ot a small portion of defense 
contractors and that it places an unreasonable burden upon small businessmen. 
I do believe that Vinson-Trammell can be amended to make it a fair and useful 
check on profiteering by defense contractors. 
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I think that an equitable and up-to-date Vinson-TrammeU Act must contain 
the following elements. 

1. It should he independent.— The administration of the Vinson-TrammeU Act 
should stay right wliere it is now, with the IRS. Several people have suggested 
transferring Vinson-TrammeU to the Department of Defense. I think that this 
would amount to putting the fox in charge of the chicken coop. The job of the 
Department of Defense is to buy and use military hardware. Every time a dollar 
of excess profits is found in a defense contract, this reflects upon the DOD pro- 
curement system. If the DOD is put in charge of overseeing its own operations, 
there will be enormous pressure upon the administrators of Vinson-TrammeU 
to overlook rather than oversee excessively high profits. Our government is based 
on a system of checks and balances that has worked reasonably well for 200 
years. I believe that if we are serious about preventing excessive profits, we will 
place an independent check on them in the form of a watchdog agencv outside 
DOD. 

2. It should apply to all defense contraets.— As you know, Vinson-TrammeU 
currently applies only to the manufacture of naval vessels and aircraft. Singling 
out these two industries is inequitable and unwise. There is no logical reason 
for distinguishing between excessive profits on airplanes as opposed to tanks 
or guns. The law as presently written insures endless arguments, for example, 
about whether or not a missile is an aircraft. In the interest of fairness, Vinson- 
TrammeU should apply to all large defense contractors. 

3. It should have flexible standards xchieh can take into account the differences 
among various defense industries. — For example, I think that a company which 
provides high-technology, state-of-the-art weapons to the Air Force should not 
be given the same treatment as a company that supplies soap to the Navy. 
Therefore, I think there should be a maximum profit percentage which will func- 
tion as a guideline for contractors and the federal government. Flexibility for 
higher profits should be permitted. Among the things that should be considered 
in deciding what constitutes a reasonable profit are, profits as a percentage of 
capital investment and net worth, that is, whether the contractor has a lot 
of his own money invested in his business; the risk the contractor takes, for 
example, whether he is producing experimental products; the contractor's ef- 
ficiency ; and various other consideration. 

I would emphasize that any restriction on excessive profits is not intended 
as a tax. Its primary purpose is preventing profiteering and any revenue that 
it raises for the government is secondary. Thus, I don't believe it is essential or 
wise to have a mechanical, unbending method of computing what congrtitutes a 
reasonable profit. A flexible statute, which takes into consideration the diflCer- 
ences among defense contractors is the best way to go. 

4. Reporting and computation of profits under Vinson-TrammeU should be on 
an aggregate fiscal year basis. — At present, the Vinson-TrammeU Act requires re- 
porting on a contract-by -con tract basis. I believe that reporting on a fiscal year 
basis would be more attuned to contractors' bookkeeping systems, and, therefore, 
would minimize their paperwork burden. Under the ideal Vinson-TrammeU Act, 
contractors would merely have to segregate their government business from 
their nongovernment business and then report their costs, profits and losses 
on the government part. I think this would be the least burdensome method of 
keeping track of excessive profits. 

5. There should be a floor in the statute to protect small busines9nven. — The 
great majority of defense business goes to a relatively small number of corpora- 
tions. Two-thirds of procurement money goes to the DOD top 100. The most 
efficient use of our resources would be to focus on the larere contractors rather 
than the smaU ones. In addition, our government has had a longstanding poUcy 
of encouraging and assisting small businessmen. Exempting them from coverage 
under Vinson-TrammeU would help them to compete more effectively with the 
large contractors. I think that a good place to draw the line between large and 
small would be at $3 million per year in aggregate government sales. 

6. The watchdog agency should function in peacetime as well as in wartime. — 
As you know, various individuals have su|j;^ested that we should try to prevent 
excessive profits only in time of war. That is a bogus argument if I've erer 
heard one. The theory behind having a watchdog agency in wartime is that dui> 
ing war, government demand increases so sharply that the procurement system 
cannot keep up with it and inrofiteering can take place. While this is true on its 
face, it is equally true that government demand has experienced sharp increases 
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during periods when we were not technically at war. I needn't remind yon that 
we spent a huge amount of money in the late 1960*s and early 1970*8 although 
there was no declared war. We are embarking on another period of huge increases 
in military demand, but hopefully, we will not go to war. The fact is that our 
projected increases in defense spending make a watchdog agency for excessive 
profits absolutely necessary right now. We spent more in lOfS for military pro- 
curement than we did in 1967 or 1968, the peak Vietnam war years. As our de- 
mand increases further and competition within the defense industry decreases, 
it becomes more and more important to institute an independent check on ex- 
cessive profits. Talking about "wartime" and "peacetime" in our present inter- 
national situation makes no sense. 

In conclusion, I think that the six elements I have described are the basics 
for a good Vinson-Trammell Act. As you may have guessed by now, the bill which 
I have introduced in the House, H.R. 3623, contains these six elements. I hope 
that you will examine it closely as you deliberate on the future of our procure- 
ment system. 

Thank you. 

Eepresentative Minish. Thank you. Mr. Chairman, 

Given the substantial proposed increase in the military budget and 
the likelihood that our military spending will continue to rise sharply* 
I think the American people have a right to expect that their money is 
spent wisely and not thrown away. There are two wayg to insure rea- 
sonable prices and profits for the defense industry. 

One would be to leave the question of price to the marketplace. I 
believe in a healthy and truly competitive market; we could rely on 
price competition to insure we get the best bargains for our dollars. 
However, according to the Department of Defense, only a fraction of 
defense contracts, usually less than 15 percent, are awarded on the 
basis of price competition. 

In 1978, 63.8 percent, almost two-thirds of all defense procurement, 
went to sole sources. In many segments of the industry the Grovernment 
faces a seller's market where contractors set prices, because Govern- 
ment demand reflects public policy choices rather than market pres- 
sures. The Government often finds itself in a situation where it needs 
hardware and must pay whatever the contractor asks. 

The defense industry and its supporters will attack any form of 
profit limitation by contending that our defense procurement system 
has built-in safeguards which can prevent excessive profits.. In many 
cases, that is not true. No Government procurement safeguard or re- 
finement places a limit on how much money the Government will have 
to pay a sole source defense contractor, if the contractor names his 
price and refuses to proceed with the work until his demands are met. 
In a seller's market, DOD has little leverage to negotiate lower prices, 
and no existing DOD procurement safeguard gives it the authority 
to do so. 

It is worth noting that practically every independent study of our 
procurement system has recommended post-contract curbs on excessive 
profits. On the other hand, there. have been no independent studies 
which have recommended abolishing all procurement watchdog agen- 
cies. In fact, the only studies I have ever seen which recommend 
abolishing watchdog agencies have been done under the auspices of the 
defense industry. 

If we had true price competition in the defense industry, I would say 
we did not need a watchdog agency. However, with two-thirds of our 
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defense dollars going to sole sources, there must be some other way of 
insuring that the taxpayers we represent get true value for the enor- 
mous amount of money we spend for defense. 

The only way to do this is to have an independent agency look over 
the shoulder of the DOD and the defense industry. Not surprisingly, 
I am not thrilled with the Vinson-Trammell Act in its present form. 
I do believe that Vinson-Trammell can be amended to make it a fair 
and useful check on profiteering by defense contractors. I think an 
equitable up-to-date Vinson-Trammell Act must contain the following 
elements. 

One: It should be independent. The administration of the Vinson- 
Trammell Act should stay where it is now in the IRS. Several people 
have suggested transferrmg Vinson-Trammell to the Department of 
Defense. I think this would amount to putting a fox in charge of the 
chicken coop. 

If we are serious about preventing excess profits, we will place an 
independent check on them in the form of a watchdog agency outside 
the DOD. 

Two : It should apply to all defense contracts. As you know, Vinson- 
Trammell currently applies only to the manufacture of naval vessels 
and aircraft. Singling out these two industries is inequitable and un- 
wise. There is no logical reason for distinguishing between excessive 
profits on airplanes as opposed to tanks or guns. 

Three: It should have flexible standards which could take into ac- 
count the differences among the various defense industries. For ex- 
ample, I think a company which provides high-technology, state-of- 
the-art weapons to the Air Force should not be given the same treat- 
ment as a company that supplies soap to the Navy. Therefore, I thinl< 
there should be a maximum profit percentage which functions as a 
guideline for contractors and the Federal Government. Flexibility for 
higher profit should be permitted. 

Four: Reporting and computation of profits under Vinson-Tram- 
mell should be on an aggregate fiscal year basis. At present, the Vin- 
son-Trammell Act requires reporting on a contract by contract basis. I 
believe that reporting on a fiscal year basis would be more attuned to 
contractors' bookkeeping systems, and therefore would minimize their 
paperwork burden. 

Five : There should be a floor in the statute to protect small business- 
men. The great majority of defense business goes to a relatively small 
number of corporations. Two-thirds of our procurement money goes 
to the DOD top 100. The most efficient use of our resources would be to 
focus on the large contractors rather than small ones. I think a good 
place to draw the line between large and small would be at $3 million 
per year in aggregate Government sales. 

Six : The watchdog agency should function in peacetime as well as 
in wartime. As you know, Mr. Chairman, various individuals have 
suggested that we should try to prevent excessive profits only in time 
of war. That is a bogus argument if I have ever heard one. I need not 
remind you we spent a huge amount of money in the late sixties and 
early seventies, although there was no declared war. 

We are embarking on another period of huge increases in military 
demand, but hopefully we will not go to war. 
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In conclusion, Mr. Chairman, I think the six elements I have de- 
scribed are the basics for a good Vinson-Trammell Act. As you may 
have guessed by now, the bill which I have introduced in the House, 
H.'R. 3623, contains six elements. 

I want to thank you, Mr. Chairman, and I would be happy to try 
to answer any questions you might have on your mind. 

Senator Morgan. Congressman, I know you are operating under a 
time constraint, but your statement was very succinct, and your sis 
points, I think, are very well stated. Let me ask you this question. It 
bothers me at the present time. 

As I understand it, when the Renegotiation Board was abolished, 
the Vinson-Trammell Act came into effexjt. 

Representative Minish. That is mjr understanding. 

Senator Morgan. My recollection is, that would make the Vinson- 
Trammell Act effective in September of 1976. 

Representative Minisch. September 30, 1976. 

Senator Morgan. Right. As I also understand it, neither IRS nor 
DOD have guidelines or regulations for the carrying out of this act. 
Is that correct? 

Representative Minish. [Nods affirmatively.] 

Senator Morgan. It bothers me that we have gone now from Septem- 
ber 1976 to the present without regulations for administering the act, 
and I am told, although I have not verified this, that some audit firms 
are now footnoting their statements in contingent liability, et cetera. 

What do you think we should do about contracts entered into since 
September 1976, until such time as we either modify, repeal, or amend 
this act ? 

Should we suspend its operation during this period when there are 
no regulations ? What are your thoughts on that ? 

Representative Mjnish. No, Mr. Chairman, I would not be for sus- 
pending anything. I think that many defense contractors did very well 
when the Renegotiation Act was eliminated. I recall that about $150 
billion worth of Grovemment contracts were just swept under the rug, 
and no one had a chance td look at them. 

Nowj no one knows how much in excessive profits was ignored, but 
I certaiioly think the taxpayers would have received, some return from 
those contracts, and because of that, I see no reason why we should 
give them further exemptions from compliance. 

Senator Morgan. The thing that bothers me is, if we don't have any 
regulations, it seems what we are sayiQg is, all we expect for the Grov- 
emment is a fair advantage. We have a law. The Government is 
charged with the responsibility of administering it. They have not 
done it. 

The thought occurs to me that this is going to be a very important 
piece of legislation regardless. 

Representative Minish. There is no question about that, Mr. Chair- 
man. 

Senator Morgan. I quite candidly doubt that we would be able to 
handjie it this year. I have not seen much movement in the House, and 
it is now April. July is the Republican Convention. August is the 
Democratic Convention and the elections. I am thinking ojp some kind 
of stopgap measure. 
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Representative Minish. Well, the IRS issued preliminary regula- 
tions, not final ones, so I am not in a position to tell you what they are 
going to do at this time. 

Senator Morgan. Those are some of my thoughts. We appreciate 
your coming over very much. 

Representative Minish. Thank you very much, Mr. Chairman, for 
having me. 

Senator Morgan. We will be in touch. Your staff and the staff of the 
committee, I am sure, will be working together. 

Mr. Zevenbergen, you may proceed and also identify the person ac- 
companying you at the table for the record. . 

STATEMENT OF JOHN W. ZEVENBERGEN, PRESIDENT, JOHN ELTTKE 
MANUFACTURING CO., INC., ACCOMPANIED BY WILLIAM P. 
BARRETT 

Mr. Zevenbergen. Yes, thank you, Mr. Chairman. 

My name is John Zevenbergen, and I am president and chief op- 
erating officer of the John Fluke Manufacturing Co., Inc., located in 
Seattle, Wash., and I have with me William Barrett, manager, con- 
tract and pricing policy, from our company. 

I am here on behalf of Fluke Co's officers and directors. I appre- 
ciate this opportunity to appear before you to discuss the Vinson- 
Trammell Act and the impact its implementation would have on my 
company. However, before addressing those issues, I believe a brief 
discussion of the Fluke Co., how it started, what it produces, and the 
factors that contributed to its growth, will be helpful to an understand- 
ing of our concern. 

The John Fluke Co. was founded iii 1948 as a sole proprietorship 
operating out of the basement of the founder's home in Springdale, 
Conn. It had the same purpose then that it has today : Engineering, 
manufacturing, and marketing commercial, off-the-shelf electromc 
test and measuring equipment. 

While our 1948 products were crude by today's standards, they con- 
tributed distiniCtly to the science of precision measurements and we 
believe our present day products continue that tradition. In 1952, we 
moved to the Seattle^ Wash., area and substantial growth occurred, 
generated from within by the sales of proprietary products in the 
competitive marketplace. 

Public offerings of stock were made in 1959 and 1962, paving the 
way for a growth pattern based on new products brought to market 
through continuous innovation in design, modem cost-effective manu- 
facturing techniques, and a sound marketing structure. 

While most of our sales are derived strictly from the commercial 
marketplace, many Government applications require test equipment 
with capabilities identical to those required by industry. So our cus- 
tomer base also includes civilian and military agencies. Typically we 
sell capital equipment to Government research and calibration labora- 
tories. We also sell bench and field test equipment for general purpose 
weapons systems, as well as industrial-type measuring devices for 
pollution control, process monitoring, and other applications closely 
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alined with industry. No Fluke produce has ever been developed 
solely for the Government or at Government expense. 

We have been able to successfully compete in the marketplace, gen- 
erally producing sufficient profit from the operation to satisfactorily 
finance growth of the company. We have never paid our stockholders 
a cent in dividends to date. They seem to be content to see the profit 
used for growth. We participate in an industry that is intensely com- 
petitive, and we believe that this intense competition contributes di- 
rectly to the dramatic advances we all have witnessed over recent years 
in electronic technology. In our industry, failure to compete on at least 
three fronts is tantamount to going out oi business. 

First: We must compete in a seriously depleted labor market for 
qualified personnel dedicated to the overall corporate objectives. Sec- 
ond : We must compete in the development and production of items 
noted for their technical excellent. Third : We must produce in a cost- 
effective manner, without degrading quality or performance, in order 
to compete in price and at the same time make a profit. Throughout 
all this, we must meet the challenge of a constantly expanding state of 
the art, and in many cases contribute to its expansion. 

The effectiveness of the company's participation in this dynamic en- 
vironment is epitomized by its growth pattern. In 1969, the company's 
consolidated sales were $10.6 million. In 1979, the company's con- 
solidated sales were $104.2 million. That calculates to a 10-year 25.7 
percent annual growth rate in an industry noted for providing more 
product for less dollars, in spite of inflation, than any other industry 
m the United States. 

From September 1977, to the present, our employee population has 
grown from 1,500 to over 2,700 people. Our rate of growth is the equiv- 
alent of producing another company our present size almost every 3 
years. 

Now what has all this to do with the Vinson-Trammell Act? Most 
of us already are aware of the background of the act, and simply sum- 
marized, its passage occurred in an era when adequate safeguards and 
controls in the procurement process were nonexistent. That it remains 
an active statute today is the result of a legislative oversight. Congress, 
in its own wisdom, determined that such after the fact limits on defense 
industry profits were unnecessary when it allowed the renegotiation 
board to finally cease operation last year. 

We believe that the defense procurement safeguards enacted sub- 
sequent to 1951 were accepted by you and your colleagues in the Con- 
gress as more than adequate to insure that defense contractors perform 
their obligations in a manner satisfactory to the ta:^payers, the buying 
agencies, and the defense mission ; and at the same time at the lowest 
possible cost in a free economy. 

Among these safeguards are: The Truth in Negotiation Act; the 
Right to Audit Act; the Cost^ Accounting Standards Act; the estab- 
lishment of the Defense Contract Audit Agency with resident offices in 
most major defense contractor plants; the Defense Contract Admin- 
istration Service, and additional controls the complex of which en- 
compasses, according to a November 1979, GAO report, "many of the 
80,000 Federal employees engaged in procurement related work. . . ." 
As taxpayers, ourselves, we applaud your vision in that regard. How- 
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ever, also as taxpayers, as well as partners in the defense mission, we 
feel it is not only our right but our duty to counsel against the imple- 
mentation of obsolete, unneeded, nonproductive, burdensome legisla- 
tion. 

In our opinion, the Vinson-Trammell Act meets all of the above 

auestionable qualifications. To allow its implementation would be to 
eny all congressional foresight, experience, intelligence, and knowl- 
edge-in-application of the "free enterprise" system over the past 46 
years. 

By way of example, I draw your attention to the Truth in Negotia- 
tion Act. When the 87th Congress enacted that statute in 1962, it recog- 
nized that the competitive, commercial marketplace was a far more 
demanding master in the establishment of "reasonable" price than any 
government body could be. The act provides that truly competitive 
procurements, and/or procurements m which a contractor can meet 
the qualifications of a commercial catalog price may be exempted 
from the requirement to furnish cost or pricing data^ 

In this environment, a contractor is free to make whatever profit 
he can. By the same token, he also assumes all risk of loss. The act 
also recognizes that there is a point at which it becomes econoipically 
unfeasible to both the contractor and the government to prepare and 
evaluate cost or pricing data. This has generally been determined to 
occur at the $100,000 level for a single procurement. Similar provi- 
sions became part of the Cost Accounting Standards Act when it was 
enacted by the 90th Congress in 1968. 

The Vinson-Trammell Act makes no such distinctions. It applies to 
every procurement over $10,000, even to the lowest level of subcon- 
tract, regardless of whether true competition existed or whether the 
item is a bona fide catalog product. Vinson-Trammell also ignores 
the punitive cost impact of forcing commercial suppliers into estab- 
lishing additional unnecessary accounting systems. 

Webster defines "free enterprise" as "freedom of private business 
to organize and operate for profit in a competitive system without 
interference by Government beyond regulation necessary to protect 
public interest and keep the national economy in balance." 

We believe our previously cited track record qualifies us as being 
reasonably expert in the operation of the competitive system. We have 
determined that in our business in order to finance its growth, which 
we generally hope continues, we must produce about an 8.5-percent 
after tax return on sales. This equates to almost 16 percent before 
taxes. 

Depending on whether you use the DOD or the IRS interpretation 
of profit, Vinson-Trammell would provide us with anywhere from 
a 2.7-percent to a 5.6-percent after tax profit. At the same time, tJie 
act would impose on us another layer of regulation which would 
require additional people dedicated to preparing totally unproductive 
reports and thereby increasing our costs of doing business. Which 
costs, I might add, after they have b^n substantially amplified by 
the costs of the Government review process will ultimately be paid 
by the taxpayers. 

DOD itself has calculated that the act would require some 500,000 — 
and that estimate is probably low — reports be filed annually at a cost 
to industry in excess of $80 million. 
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Do you think the passthrough of this needless cost to the taxpayers 
is, as Webster put it, protecting "the public interest," or keeping "the 
national economy in balance ?" We certainly don't think so. 

In testifying before the Senate Committee on Banking, Housing, 
and Urban Affairs on June 17, 1977, concerning the continuance of 
the Renegotiation Act, Mr. John Fluke, Sr., chairman of the board 
and chief executive officer of the Fluke Co., said : 

Now, as chief executive officer of this company, my managers and I must look 
at the cost of i^enegotiation, its redundancy, an dthe possibiUty of it being made 
even worse. We then have to ask ourselves some sobering questions. Can we 
afford to sell to the Federal Government? How much low profit, high-regulation 
Government business can we offset against our more adequately profitable com- 
mercial business and stiU maintain the stability of our own work force? How 
much can we ask the commercial customer to subsidize our Government business 
and still remain competitive? Will our competition opt for less Government busi- 
uess and beat us in the commercial marketplace? 

I might mention overall our Government business is probably one- 
third to one-half as profitable as other business we bring into the 
company. 

Grentlemen, the officers and managers of John Fluke Manufacturing 
Co., Inc., have taken a similar look at the costs and the risks of Vinson- 
Tranmiell covered business, and frankly, we can't afford it. As a 
matter of fact, we are even now seriously considering declining ac- 
ceptance of such business. In the event the Vinson-Trammell Act is 
fully implemented, we most assuredly will refuse such sales. We also 
believe that increasing numbers of quality commercial suppliers will 
come to the same conclusion, if indeed they have not already. 

We believe that failure to repeal this legislative leftover from an- 
tiquity has the very real potential to seriously erode the Nation's 
industrial mobilization base. On behalf of the entire Fluke Co., I 
strongly urge your recommendation to the Congress and the adminis- 
tration for repeal of the Vinson-Trammell Act. 

Thank you for your kind attention. I will be pleased to answer any 
questions you have. 

Senator Morgan. Thank you very much for your statement. 

I notice in your statement that you say that none of your products 
have ever been developed solely for the Government or with any 
Government assistance. 

Mr. Zevenbergen. That is correct. 

Senator Morgan. So most of your dealings with the Government 
are in the true competitive marketplace. 

Mr. Zevenbergen. Yes, sir. 

Senator Morgan. I can understand your position there, but let me 
show yoti — ^I just happened to pick up this Time magazine on the way 
over here. It is a $4 billion contract to Boeing for the cruise missile, 
whidi is not an off-the-shelf product. It is really a sole source 
proposition. 

Do you see any need of any kind of protection to the public for 
exorbitant or unreasonable profits in the biggest contract which has 
been let since the Korean war, as I understand it ? 

Mr. Zevenbergen. I think you have sufficient protection underthe 
legislation already in place. That should be sufficient to protect against 
an exorbitant profit in a contract like that. 
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Senator Morgan. I noticed you named a number of them, the Truth 
in Negotiations Act and so on, but aren't both sides in a situation like 
this dealing with a certain number of unknowns which no one can 
predict or foresee ? 

Mr. Zevexbergex. Development of technology is certainly always 
a risky process, but I have to speak basically from my knowledge, 
obviously, of our company's history in dealing with the Government, 
and of course very little of this legislation makes any distinction 
between a commercial, off-the-shelf house and a contract such as that. 

Senator Morgax. Well, it doesn't, but it seems to me if you are deal- 
ing off-the-shelf, you are dealing at arm's length and you are dealing 
more in a competitive environment. The question which concerns me 
is, do you feel that the public is entitled to any kind of after profits 
protection ? I do not know how long this contract is going to run, but 
over a period of years, when you are dealing with so many unknowns, 
and are not dealing in a competitive environment. 

Now, I might say I voted for the repeal of the Kenegotiation Act. 
I didn't know of the Vinson-Trammell Act at the time, and I suspect 
a lot of others did not know, either. 

Mr. Zevenbergen. I guess the question comes back to the fact that 
while the Kenegotiation Act was in effect, did it actually result in 
saving the taxpayer a lot of money, or did it end up costing him a 
lot of money ? From my knowledge of it, there was considerable cost 
to the taxpayer. 

Senator Morgan. I grant you that is true. I am not arguing the case 
for it, but there are those who contend that it was the way it was 
administered. Since you deal primarily with subcontracts and you 
do deal in off-the-shelf items, what would be the special problems of 
smaller firms such as yours in dealing with the Vinson-Trammell 
Act? 

Mr. Zevenbergen. The real problem is, I guess, the fact that it 
covers any particular purchase order over $10,000 on a job basis. We 
have a standard cost accounting system at Fluke, and we would have 
to set up an entirely different way of keeping the books if we were 
going to look at every purchase order that might be involved in 
Vinson-Trammell above the $10,000 level. 

Senator Morgan. What would you think if the committee and Con- 
gress should feel that some kind of protection should be provided for 
in raising the threshold ? T believe Senator Pell advocated raising it 
to $1 million. Congressman Patterson $5 million, and perhaps some- 
one else $3 million. What if the threshold were raised to $5 million ? 

Mr. Zevenbergen. The problem is, once you have a law like that on 
the books, they can keep playing with these limits. Again, q^eaking 
for the Fluke Co., the Government knows right now exactly what tiie 
situation is at Fluke, so far as what profit it makes. I certainly do 
not feel we need any more headaches than we have today in trying to 
satisfy the Government insofar as the profit on any of the business 
we do with them. 

Senator Morgan. I understand your point of view. You develop any 
products you make with your own money and resources. You put it 
on the shelf and sell it to other people, but the problem which bothers 
me is that a large portion of the defense purchases are developed with 
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Government money and are sole source contracts. Is there no need 
for any protecticm at all ? 

Mr. Zevbxbebgex. In reality, there are a number of Government 
employees expert in the matter of understanding profit at Boeing. I 
cannot understand the question, really, when these people know ex- 
actly what the situaticm is at Boeing. For instance, since that was 
brought up, these people are residents there and are goin^ over every- 
thing daily, so I don't quite see why this is needed. 

Senator Morgan. Well, maybe not. [Greneral laughter.] 

Was your company ever involved with the Renegotiation Board ? 

Mr. Zevenbergen. We had to fill out the reports on an annual basis. 

Senator Morgan. Other than just reports, you were not involved 
with actual r^iegotiaticm? 

Mr. Zbvexbergen. If the questicm is, have we ever been forced to 
give up any profit because of renegotiation, the answer is no. 

Senator Morgan. Let me ask you about one other matter. As you 
know, the present Vinson-Tranmiell Act applies only to Navy ships or 
aircraft. When you sell your products to the Government, do you 
know where they are going ? Do you know whether they are going into 
ships or aircraft or some other area that would not be covered by it ? 

Mr. Zevenbergen. Certainly, if you are referring to the earlier ques- 
tion regarding the retroactivity of this Vinson-Trammell Act, I dont 
see how we would ever resurrect those records and find out where that 
equipment went. 

I think that we would have to be very cautious in the future that we 
stayed away from that kind of business were this act put into effect. 

Senator Morgan. I believe that covers all of the important ques- 
tions I have. Senator Humphrey has asked that you answer his ques- 
tions for the record. 

[Questions submitted by Senator Humphrey follow :] 

Senator Humphrey. I have two questions that I would like to propose to you 
regarding a risk/benefit analysis of the various proposals on Vinson-Trammel. 
It is my belief that if we were to leave Vinsons-Trammel in place, the bureaucracy 
required to implement it would outweight the benefits in terms of excess profits 
returned to the government. Do any of the proposals before the Congress, in your 
judgment, have enough benefit to outweigh the cost of the bureaucracy enforc- 
ing them, and your own industry's cost of complying. 

Another argument for some limitation is that it would deter excess profits by 
the defense industry. In your judgment, would any benefit of deterrence value 
of any of these alternatives be worth the cost of enforcement and compliance? 

Mr. Zevenbergen. The same answer would a^ply to both cases of collection of 
excess profits. In my opinion, there is no objective way of measuring the excess. 
Different industries as well as different companies within an industry may have 
differing requirements in support of their operations. To attempt to establish by 
statute a general rule of profit for all industry is, in my opinion, equivalent to 
attempting to legislate the size of a cloud. It simply cannot be done. The ad- 
ministration of such legislation will ultimately be left to human beings. Such 
humans have opinions and, contrary to congressional beliefs, make subjective 
judgments. Needless to say, these judgments are not always agreed to by the 
industry against which they are applied. The ultimate result of such subjective 
measurements is an additional load on the appeals process with attendant cost 
increases. Why is all this necessary ? Because of some vague notion in govern- 
ment that some contractors are ripping the government off? Where, outside of 
the imagination, is the evidence of such practice? To my knowledge, it does not 
exist. 

In spite of the testimony of government witnesses, I cannot conceive how any- 
one who has not directly experienced the negotiated procurement process can be- 
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gin to comprehend its complexity and sophistication. I oftentimes wonder if even 
this process is cost effective much less the addition of another level of after-the- 
fact second guessing. It seems to me that if the procurement system has weak- 
nesses, other than overregulation, the place to correct such weaknesses is within 
the system. It is not by setting up another policeman to watch the policeman. 
Where does such a practice stop? 

The answer then to your questions is that I do not believe any of the pro- 
posals concerning excess profit limitations before the Congress at this time could 
have benefits that outweigh either the cost of enforcement or the cost to industry 
of compliance. 

Senator Morgan. There are a lot of other questions I could ask you, 
but we have a full schedule this afternoon. Thank you very much. 

Mr. Zevenbergen. Thank you very much. 

Senator Morgan. Congressman Paul McCloskey, you came in just 
at the right time. We have just heard previously from Congressman 
Minish, and then Mr. Zevenbergen, of the John Fluke Manufacturing 
Co. of Seattle. 

We welcome you to our side of the Hill, and we will be glad to hear 
from you. 

STATEMENT OF HON. PAUL N. McCLOSKEY, JR., A U.S. 
KEPRESENTATIVE FEOM THE STATE OF CALIFORNIA 

Eepresentative McClosket. Senator, my testimony is in front of 
you. I will try to be very brief in summarizing what I have to say. 

Senator Morgan. We will make your testimony a part of the record 
in full, so you mav use your time in any way you see fit. 

[Mr. McCloskey's prepared statement and attachments follow :] 

Pbepabed Statement of Representative Paul N. McClosket, Je. 

Mr. Chairman: I appreciate this opportunity to testify on the Vlnson-Tram- 
meU Act, which was reinstated into the relationship between the government and 
the defense contracting industry when Congress cut off funding for the Renegotia- 
tion Board a year ago. 

The Vinson-Trammell Act is clearly obsolete and would be extremely costly to 
administer. Enacted in 19S4 when aircraft manufacture was in relative infancy, 
Vinson-Trammell limits profits on ship components to 10 percent and aircraft 
components to 12 percent, but imposes no limits on profits from other components 
provided to the government. 

Thus a defense radio manufacturer, for example, under Vinson-Trammell, 
would have to maintain three sets of records: (1) costs allocable to radios fur- 
nished for aircraft, (2) radios furnished for ships, and (3) radios furnished for 
other purposes. 

In today's world, the costs of such recordkeeping are obviously a burden we 
don't want to impose at a time when productivity of U.S. industry is a major 
goal. This was the very reason we abolished the Renegotiation Board last year; 
the $200-plus million costs per year of industry just didn't match the net re- 
covery of $10 million or so per year we might reasonably have expected as the 
result of the Renegotiation Act. 

In my judgment, the Vinson-Tranmiell Act should be abolished as well. 

The Defense Department has declined, as far as I know, to offer any testimony, 
or even suggest, that current law and procedures create any danger of excess 
profits by defense contractors. 

Unless Vinson-Trammell is abolished, the Treasury Department, under current 
law, will have to apply Vinson-Tranmiell to contracts going back to September 
30, 1976. 

S. 1687, introduced by Senators Lugar and Cranston, will accomplish this re- 
sult. I have appended a copy of H.R. 3254, an identical bill, as Exhibit A to this 
testimony. 
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You also have before you a bill similar to Congressman Patterson's bill, H.R. 
5433, which would repeal Vinson-Trammell, but substitute a profit limitation of 
15 percent on all sole-source contracts over $5 million . . . roughly 2,000 out of 
147,000 sole contracts covering perhaps $23 billion or 57 percent of the total sole- 
so^lrce contracts which add up to roughly $40 billion this year. As I understand 
it, this is merely an attempt to be political in an election year. The Defense De- 
partment makes no contention that any of these 2,000 contracts . . . presently, 
last year, going back to September 30, 1976, or in the future . . . will result in 
profits over 15 percent. In fact, during the last few years the Renegotiation Board 
was operating, the firms assessed for excess profits (quite often under 15 per- 
cent) were generally small firms, with contracts well under the $5 million limit, 
and quite often competitive rather than sole source. 

Before a new regulatory limitation or procedure is placed on American busi- 
nesses, it seems to me there should be some showing (other than fear of adverse 
press) that such limitation is necessary. 

Since Vinson-Trammell was enacted we have seen a whole set of laws enacted 
to protect the government from gouging by defense contractors. Cost Account- 
ing Standards, the Armed Forces Procurement Regulations and the Truth in 
Negotiations Act all work to assure that the government will not be victimized. 
In non-emergency circumstances, with contract negotiations conducted without 
time pressures, there seems to be ample protection against gouging. In the few 
cases where these protections may permit unexpected profits in excess of 15 per- 
cent, the government should ordinarily recover 48 percent of those profits any- 
way under the income tax laws. 

Without a showing of great risk, or indeed of any risk to the government under 
past practices, why should we impose a future recordkeeping burden on industry 
as a result of some fear that someone will foul up in the future? 

Such a burden might conceivably cause government procurement oflScers to be 
a little less rigorous in their scrutiny of sole-source contracts, since there will be 
an escape-valve for the government. Instead of being accountable for his mis- 
takes, the procurement officer can relax in the knowledge that bureaucrats in 
another agency will bail him out. 

In lieu of passing a new Vinson-Trammell, I \<rould suggest that this committee 
act to make it clear that the Renegotiation Board can be re-established in event 
of any future national emergency. This would give protection against future 
excess profits under emergency circumstances, yet confirm both our appropria- 
tion action cutting off the Renegotiation Board last year as well as the continu- 
ing process of abolishing pieces of government that most of us have promised 
our constituents to achieve. 

I have attached as Exhibit B to this testimony the House bill which confirms 
our desire to have the Renegotiation Board on the shelf for such national emer- 
gency as the Vinson-Trammell Act would otherwise be applicable. 

Thank you. 

Exhibit A 

[H.R. 3254, 96th Congress, 1st session] 

A BILL To amend title 10, United States Code, to eliminate certain limitations imposed 
on excess profits arising from any contract with any military department of the Unltecl 
States for the construction or manufacture of all or part of any complete aircraft or 
any contract with the Secretary of the Navy for the construction or manufacture of 
all or part of any complete naval vessel, and for other purposes 

Be it endcted by the Senate OMd House of Representatives of the United States 
of America in Congress assembled. That (a) section 2382 of title 10, United States 
Code, is repealed. 

(b) The table of sections at the beginning of chapter 141 of title 10, United 
States Code, is amended by striking out the item relating to section 2382. 

Sec. 2. (a) Section 7300 of title 10, United States Code, is repealed. 

(b) The table of sections at the beginning of chapter 633 of title 10, United 
States Code, is amended by striking out the item relating to section 7300. 

Sec. 3. (a) Sections 7342 and 7343 of title 10, United States Code, are repealed. 

(b) The table of sections at the beginning of chapter 635 of title 10 United 
States Code, is amended by striking out the items relating to sections 7342 and 
7343. 

Sec. 4. The provisions of the first section and of section 2 of this Act shall apply 
to contracts entered into after September 30, 1976. 
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Exhibit B 

[H.R. 3112, 96th Congress, 1st session] 

A BILL To amend the Renegotiation Act of 1951 to provide that such Act shall only be in 
effect when the President, during a period of national emergency, determines that having 
the provisions of such Act in effect would be In the best interest of the country 

Be it enacted by the Senate and House of Representatives of the United States 
of America in Congress assembled, That the Renegotiation Act of 1951 (50 App. 
U.S.C. et seq. ) is amended by adding at the end thereof the following new section : 
"Sec. 205. (a) The provisions of this Act and any recommendations of the 
President submitted to the Congress pursuant to subsection (b) shall be in effect 
only when — 

"(1) the President determines, during a period of national emergency, 
that having such provisions in effect would be in the best interest of the 
United States, and 

"(2) neither House of the Congress, within sixty days after the date on 
which the President submits such determination to the Congress in ac- 
cordance with subsection (b), passes a resolution disapproving of such 
determination. 
"(b) Upon making a determination under subsection (a), the President shall— 
" ( 1 ) inform the Congress of such determination, and 

"(2) recommend to the Congress any amendments to this Act which he 
determines are necessary during such period of national emergency.". 



Exhibit C 

During the last three complete years of the Renegotiation Board (1976, 1977 
and 1978), 132 companies were assessed for excess profits. In only 7 of those 
132 cases, however, did profits exceed 15 percent on sales above $5 million. If 
those profits in excess of 15 percent were all made on sole-source contracts, an 
average of $528,373 per year would have been recovered by the DOD proposal 
over the three year period beyond what normal income taxes would have 
recovered. 

If the costs of complying with DOD's proposed replacement of Vinson-Tram- 
mell will cost substantially more than $500,0)00 per year to the contractors (and 
be passed on to the government), there would seem to be little reason to adopt 
the DOD proposal. 

NbI profits 

recovsrsd 

Companies Companies Profits as Profits by DOD 

assessed for subject to a percent recovered by proposal (after 

excess profits DOD proposal of sales DOD proposal income taxes) 

1976 

1976 (transition quarter) (total).. 

1977 

Total 

1978 



Total 

Total 3,048,306 1,585,119 

Average per year over 3 yr 1,106,102 528,373 

Eepresentative McCloskby. I have appended two exhibits to my 
testimony, A and B, which I hope the Senate will enact this year. One 
would abolish the Vinson-Trammell Act, just repeal it outright. The 
second would confirm the Congress decision of last year to terminate 
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funding for the Benegotiation Board by putting the Board on a stand- 
by basis until the next emergency. 

I suggest the House and Senate take these actions because I believe 
the only pressure against outright repeal of Vinson-Trammell is the 
concern that in an election year, defense contractors will 'be perceived 
as somehow getting a special favor from the Congress in the removal 
of Vinson-Trammell. I don't think there is a Member of Congress 
who wants Vinson-Trammell to eo into effect ; but whatever the House 
and Senate does, I would hope tnat the period between September 30, 
1^6, and the end of fiscal year 1981 can be exempted from the pro- 
visions of Vinson-Trammell. We should iust wipe it out, because otner- 
wise it will impose an unholy burden on both government and business 
alike. 

Senator Morgan. What was the last date you referred to? 

Representative McCloskey. The end of fiscal year 1981. 

Senator Morgan. Fiscal year 1981. 

Representative McClosket. That would give the Congress time to 
enact, if it wishes, a replacement for Vinson-TranmieU ; but let me go 
to the primary thrust of my testimony. 

The only alternative to outright repeal of Vinson-Trammell appears 
to be to repeal it and put a 15-percent ceUing on sole-source contracts 
of $5 million or more. This is the so-called Patterson bill in the House, 
and I think it is the only real alternative. 

I want to speak agamst that alternative, and I want to direct your 
attention, Mr. Chairman, to exhibit C, the third exhibit of my testi- 
mony. In essence, the argument that there ought to be a cap on profits 
over 15 percent on sole-source contracts of $5 million or more is based 
on the idea that we want to prevent large contractors from exploiting 
the Government for profits over 15 percent. 

According to the last three annual reports of the Renegotiation 
Board, 1976-78, there were 132 cases where the Renegotiation Board 
attempted to assess excess profits. I say "attempted" because the record 
of the Board of successfully holding those claims was somewhat du- 
bious, and was one of the reasons (Jon^ess abolished the Board last 
year. But in only 7 of those 132 cases did profits exceed 15 percent on 
sales above $5 million. In 1976, there was only one case where profits 
on sales above $5 million exceeded 15 percent; in 1977, there were two 
cases; and in 1978, there were four cases. If all profits above 15 per- 
cent for these seven companies were made on sole-source contracts, the 
Patterson bill would have recovered an average of $528,373 per year 
over the 3-year period beyond what normal income taxes would have 
recovered. 

Thus, if the costs of complying with the Patterson bill would ex- 
ceed a half million dollars per year, there would seem to be little 
reason to adopt it. 

The Government wUl have established a law only to achieve a po- 
litical result to quiet fears that the public is somehow being ripped 
off by these big contractors, and will in effect be imposing upon some 
2,000 contractors a requirement of recordkeeping and preparation for 
dealing with the Federal Government 

In my estimation, it will be an irrelevant procedure. We will be 
imposing another restriction on business for which no need has been 
demonstrated. 
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Senator Morgan. So is it your opinion, then, Paul, that the entire 
act should be repealed ? 

Eepresentative McClosket. That is correct. 

Senator Morgan. If I understand you correctly, and your statement 
earlier, you recognize the difficulties of this year, with all that we 
have beiore us, that it is not likely that we will be able to repeal the 
entire act, and your suggestion is that we suspend it until the end of 
the 1981 fiscal year, which would be October 1981, would it not? 

Representative McCloskey. It would be September 30, 1981. 

Senator Morgan. Well, I raised that question earlier. I didn't ex- 
actly say October or July, but I think this would be realistic. 

Representative McCloskey. We would create a 5-year gap in aiiy 
law that applies to excess profits. Since September 30, the Renegotia- 
tion Act has not been in effect and Vinson-Trammell has not been en- 
forced. We would extend until September 30, 1981, for another IS 
months in essence, the period in which companies would not be re- 
quired to keep records to comply with the admittedly impossible 
regulations under Vinson-Trammell. 

if the Congress in its wisdom decides next year to pass the so-called 
Patterson bill or some substitute for Vinson-Trammell, I don't think 
we will have lost any great amount of money in this 5-year period. 

Senator Morgan. Would it be, in your opinion, basically fair for us 
to even try to go back to September 1976, when there haven't been 
regulations promulgated and adopted for the enforcement of it? 

Representative McCloskey. It would neither be fair nor economical. 
Despite ample warning, since March of last year that the Renegotia- 
tion Board was going out of business, the Treasury Department has 
not even been able to promulgate regulations to make business comply 
with Vinson-Trammell. It is absurd. Even if there were excess profits 
during this 5-year period, the Government would get 48 percent of 
the profits back under the Federal income tax anyway, and the record 
of the Renegotiation Board, whose profit limits were far tougher than 
Vinson-Trammell, indicates that there was not a great amount that 
would be at stake even under the 19 and 12 percent limitations. 

I found the only excess profits of more than 10 or 12 percent were 
in very small companies in very small contracts. 

Senator Morgan. Congressman, thank you very much. You have 
been a great deal of help to this committee. 

Representative McCloskey. Mr. Chairman, if I may, I would like 
to add one argument which is in my written statement. 

I think there is incredible activity in the business community these 
days to come up with constructive suggestions on how to amend the 
law specifically and to cut regulations specifically. I know our col- 
leagues in both the House and Senate want to cut the size of Gov- 
ernment wherever they can. One of the best results of abolishing the 
Renegotiation Board last year was that it gave to the business com- 
munity a feeling of confidence that Congress is capable of cutting the 
size, cost, and complexity of Government, when given specific input 
as to how to do it. 

I would like to keep that momentum up. Though I am afraid we 
are not going to have time either in the House or the Senate in the 
balance of this election year to give this issue appropriate attention, 
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a temporary repeal of Vinson-Trammell would keep the momentum 
IRS to administer Vinson-Trammell, both retroactively and during 
going of cutting a Government agency by ending the need for the 
the next 15 months. I think Congress would show the American pub- 
lic we are capable of cutting the size of Government, and I think we 
can stand politically the concern that profits over 15 percent might 
somehow occur in the process. But we just can't administer a law which 
applies 10 percent to ships, 12 percent to aircraft, and no limitation 
at all to tanks or infantry weapons. 

A radio company that tries to operate under Vinson-Trammell 
would have to keep three sets of records : one for ships, one for tanks, 
and one for aircraft, even though it was making essentially the same 
product. This is absurd. I hope it will convince you of the need to 
repeal Vinson-Trammell. I think I can assure you that a majority of 
the Members of the House would cheerfully join in abolishing it for 
at least 5 years. 

Senator Morgan. Good. Thank you very much. Congressman. I 
have several questions from Senator Humphrey to be answered for 
the record. 

[Questions from Senator Humphrey follow :1 

Questions Submitted by Senator Gordon Humphrey 

Qiiestion. You mentioned in your remarks that as a hedge against Congress 
not acting on Vinson-Trammell this year we should stay the implementation of 
the Act as it now stands. Would you please elaborate on the language you have 
in mind? 

Answer. I would recommend the following language be used to place a mora- 
torium on Vinson-Trammell from its effective date of October 1, 1976 until the 
end of this coming fiscal year : 

TEMPORARY WAIVER OF PROFIT LIMITATION PROVISIONS 

Sec. 805. The provisions of sections 2382 and 7300 of title 10, United States 
Code, relating to profit limitation on contracts for the construction or manu- 
facture of aircraft and naval vessels and parts thereof, shall not apply to any 
contract completed before October 1, 1981, and to receipts or accruals reasonably 
attributable to performance before October 1, 1981, under any contract not com- 
pleted before October 1, 1981. 

Question. What are your views on whether it would be better to put more 
pressure on procurement officers to more eflSciently oversee contracts rather than 
relying on artificial means like Vinson-Trammell. 

Answer. As it stands, Vinson-Trammell gives procurement officers freedom 
from accountability for sloppy work. If they know in advance that the taxpayers 
will have to pay for their mistakes (as will their own service reputations), it 
should motivate higher performances. 

Question, What do you have in mind about emergency powers of the President 
to limit profits? 

Answer. Appended to my written statement is a bill I have introduced in the 
House which gives the President authority to reestablish the Renegotiation Board 
during a period of national emergency. Only during wartime or emergency, when 
normal contracting procedures must give way to emergency needs, should the 
government be given greater protection than ordinary negotiators dealing at 
arms length. 

Under my bill, in the event of a future emergency, the President could immedi- 
ately reconstitute and reactivate the Renegotiation Board . . . something he 
could do now if he could convince Congress to provide the funding. 

Senator Morgan. We will move on now to the General Accounting 
Office. Mr. Sheley is the Deputy Director of Procurement and Systems 
Acquisition Division. 



Digiti 



zed by Google 



100 

Mr. Sheley, we welcome you. If you would identify the people 
accompanying you. 

STATEMENT OF WALTON H. SHELEY, DEPUTY DIRECTOR, PROCURE- 
MENT AND SYSTEMS ACQUISITION DIVISION, GENERAL AC- 
COUNTING OFFICE, ACCOMPANIED BY JOHN FLYNN, ASSOCIATE 
DIRECTOR, AND JOHN POTOCHNEY, STAFF 

Mr. Shelby. On my right is Mr. John Flynn, Associate Director in 
our Division, and Mr. John Potochney of our staff. He does a con- 
siderable amount of work in the area of pricing, contract review, and 
Vinson-Trammell. 

For the sake of brevity, I would like to submit our formal statement 
for the record, but there are several points in our statement which I 
would like to stress and discuss with you, if you a^ee to that. 

Senator Morgan. All right, that is fine. We will make your entire 
statement a part of the record. 

[The prepared statement of Mr. Sheley follows :] 

Prepared Statement of Walton H. Sheley, Deputy Director, Procurement 
AND Systems Acquisition Division 

Mr. Chairman and members of the committee: At your request, we are here 
today to present our views with respect to the Vinson-TrammeU Act and the need 
for profit Umitation legislation. This Act, as you know, has been dormant for 
many years because of the Renegotiation Act which was passed in 1951. With 
the abolition of the Renegotiation Board last year, it again became operative 
The Internal Revenue Service, which has enforcement responsibility, has been 
delaying implementation because it recognized the inherent limitations of Vin- 
son-TrammeU and the diflSculties of enforcement. 

There is almost unanimous agreement, both inside and outside of Government, 
that the Vinson-Trammell Act is not workable. The defense procurement picture 
has changed so radically since its passage that it is no longer relevant. The 
dollar threshold is far too low — many thousands of small contracts with rela- 
tively miniscule profits would be covered — creating a paper avalanche that would 
serve no useful purpose. The classification of items covered (only ships and air- 
craft) is so restrictive that it will exclude many major procurements, while at 
the same time being so imprecise as to be impossible to enforce. We, therefore, 
join with all of the other government and industry witnesses who have urged 
prompt repeal. 

As we all recognize, the subject of profit limitation is both exceedingly com- 
plex and controversial. Contractors, naturally, would prefer to see no profit limi- 
tations imposed after a contract is negotiated and performed. On the other hand, 
there are many in Government and Congress who feel that such a profit limitation, 
either on a contract-by-contract basis, or based on a contractor's total work for 
the Government, is both necessary and desirable. 

The principal arguments in favor of the first approach are as follows : 

1. The primary emphasis in Government contracting should be on the negotia- 
tion of a price to the Government based on maximum competition and on full 
disclosure of contractors* costs. 

2. Profit limitations tend to reduce the contractors* incentive to increase efilcien- 
cies which are translated into lower costs on subsequent or follow-on contracts. 

3. The Truth in Negotiations Act, the Cost Accounting Standards Act, and profit 
guidelines such as those utilized by the Defense Department, together provide 
a fair element of protection to the Government and represent major improvements 
in the ccmtracting process unavailable at the time of enactment of either the 
Renegotiation Act or the Vinson-Trammell Act. 

Arguments in favor of some form of profit limitation are as follows : 
Even though there have been significant improvements in the Government's 
ability to negotiate and monitor contracts, the possibility still exists that exces- 
sive profits can be a problem on a limited number of contracts ; 
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As a matter of public policy, it is generally agreed that contractors should not 
earn excessive profits at the expense of the Government ; 

From the standpoint of public trust and confidence in the Government procure- 
ment process, there should be some assurance that contractors will not get '*fat" 
on public moneys. 

It must be recognized that no statute will satisfactorily address all of the con- 
cerns of interested parties. There are a number of issues that should be addressed 
in developing a statute that is both equitable and workable — such as : 

1. How to limit profits and still motivate contractors to invest capital, increase 
productivity, and delivery quality products. 

2. What dollar threshold should apply. 

3. Should both competitive and non-competitive contracts be covered. 

4. Should the limitations apply on a contract-by-contract basis or on some 
aggregate business base. 

5. What levels of contracting should be covered — ^prime, first tier subcontracts, 
lower tiers. 

6. How can excessive profits be defined. 

7. How can the profit limitation activity be administered at a relatively low 
cost. 

The Renegotiation Act died because industry claimed, and the Congress agreed, 
that (1) excess profits were not consistently and equitably defined and (2) the 
costs of administration probably exceeded the benefits to the Government. With 
respect to this latter point, I don't believe it will ever be possible to measure costs 
vs. benefits of any profit limiting statute because the benefits being sought are 
largely intangible. This does not mean, however, that every effort should not be 
made to keep any new statute as simple as possible. 

There are several suggestions I would like to offer for your consideration with 
respect to the several bills already introduced, or to others that may be introduced 
at a later date. 

A profit limitation based on a fixed percentage of contract costs can result in 
inequities and could be counterproductive. There could be many instances where 
the circumstances warrant higher profits than those that would be specified in a 
statute. 

A profit limit based on an aggregate business basis is difficult to administer. A 
better solution is somewhat of a compromise — limits on individual contracts with 
provision to offset losses on specific contracts against profits. Something similar 
to the carry-forward and carry-back income tax treatment for capital losses. 

While any dollar threshold is arbitrary, anything lower than a $5 to $10 mil- 
lion range will today result in coverage of too many small contracts. A continued 
high rate of inflation would soon make even that figure unrealistic, and the legis- 
lation should probably include some indexing procedure to keep up with rising 
prices. Failure to keep the threshold realistic will soon have a severe adverse 
impact on small business. 

If the Congress decides to enact new legislation, we would therefore like to 
suggest that it include provisions along the following lines : 

1. Limit its application to negotiated prime contracts and subcontracts ex- 
ceeding $10 million. 

2. Permit retention of profits equal to a percentage of the negotiated dollar 
amount (i.e. 125 percent or 150 percent) . (See chart attached.) 

3. Permit carry-forward of losses, to offset excessive profits, for a 3-year period. 

4. Provide for filing of certified statements with the contracting officers on 
conclusion of individual contracts, subject to audit by GAO and executive agency 
internal auditors. 

There is one other point that I would like to bring to your attention. When 
profit limitation statutes were first proposed, there were no really major nonde- 
fense contracts. The pattern of Government spending has changed over the years 
and agencies like NASA, DOT, GSA, DOE, make major contract awards. At this 
point in time, there is no reason to single out defense contracts for profit limita- 
tion — and the Congress should consider making any new statute applicable to all 
Government contracts and expenditures with grant funds. 

In conclusion, while the General Accounting Office agrees that the Vinson- 
Trammell Act is outdated and should be replaced, we believe that the question 
of whether or not this Act should be replaced with a new statute is a matter of 
policy which the Congress should determine after considering all of the advan- 
tages and disadvantages. As a minimum, we would suggest that a profit limitation 
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statute, that would become operative during a pedod of national emergency wben 
contract activities increase significantly, should be in place. We would also 
suggest, as a minimum, that the secretaries of the various agencies have the right 
to promulgate regulations that would limit profits in those cases where sole-souiee 
contractors are attempting to take unconscionable advantage of the sitnati<ML 

This concludes my prepared statement, I will be haiq[>y to answer any qae8ti<m8 
you may have at this time. 

Example of excess profit computation 

Negotiated contract cost 10, 000, 000 

Negotiated profit (15 pet) 1, 500, OOO 

Contract price 11, 600,000 

Actual cost 8, 600,000 

Actual profit (35 pet) 3, 000, OOO 

Contract price 11, 500, 000 

Negotiated profit 1, 600,000 

Maximum allowable (150 pet) 2, 260, OOO 

Refund due (Government 760,000 

Net profit percentage eaxned by contractor : 

$2, 250, 000=26 percent 

8,500,000 

Mr. Shelet. What I would like to talk about first are several of the 
suggestions that have been made with regard to bills already intro- 
duced. There are some six or seven bills, I believe, right now, dealing 
with repeal or modification of Vinson-Trammell. 

One of the things that concerns us is that a profit limitation based 
upon a fixed percentage of contract cost can result in inequities and 
could be counterproductive. There could be many instances where 
higher rates are warranted and should be specified, but would be 
limited by a statute. A profit limit based upon an aggregate business 
basis is also difficult to administer. 

A better solution is somewhat of a compromise : Limits on individual 
contracts, with provisions to offset losses on specific contracts against 
profits, something similar to the carryforward, carryback income tax 
treatment for capital losses. 

While any dollar threshold is arbitrary, anything lower than 
roughly the $5 million to $10 million range today will result in cover- 
age of many small contracts which should probably not be covered. In 
considering the rate of inflation today, even that figure may be out of 
date very shortly. If the Congress decides to enact new legislation, we 
would therefore like to si ggest it include provisions somewhat along 
the following lines : 

That it limit its application to negotiated prime contracts and sub- 
contracts exceeding a range of $5 million to $10 million; permit re- 
tention of profits equal to a percentage of the negotiated dollar amount, 
and we have attached a coi iputation in our statement showing how 
this would work. It would permit carry-forward losses to offset exoes- 
sive profits for a 3- to 4-year period, and would requiring filing of 
certified statements with contracting officers at the conclusion of in- 
dividual contracts and these would be subject to audit by GAO and 
executive agency internal auditors. 

There are several other points I would like to make. One is that when 
profit limitation statutes were first proposed, they were proposed as 
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being applicable to major defense contracts. Today, there are many 
agencies in the civil side of Government which enter into negotiated 
contracts; for example, NASA, the Department of Transportation, 
General Services Administration, and the Department of Energy. If 
any kind of profit limitation statute is enacted or amended, I would 
think these contracts should be made subject to the same types of 
limitations. 

Senator Morgan. Mr. Sheley, are there any laws now that deal with 
the profits with NASA contractors or others? 

Mr. Sheley. To my knowledge, there are not. Public Law 87-653, 
which is the one dealing with detective pricing, is applicable to defense 
contracts. I think it is used by NASA as a guideline, but I don't know 
how legally binding it is. 

Mr. Flynn. They have the Federal procurement regulations on the 
civil side which include similar procedures. However, Public Law 87- 
653 in no way limits profits. All it calls for is accurate^ complete, and 
current data. Any contractor can comply completely with that statute 
and still insist on any profit he wants to ask for, and if he is in a sole 
source situation, the Government may end up paying it. 

Senator Morgan. What is Public Law 87-653 ? 

Mr. Sheley. The Truth in Negotiations Act. 

There is one additional point Congressman Minish made reference 
to, and this is, in this era of probably expanding defense expenditures, 
we have noted the Department of Defense is now having to go forward 
on occasional cases to invoke the Defense. Production Act, in other 
words, to allocate to specific contractors work required in the interest 
of national defense. 

It is not a ^at man^ cases at this point, but as work expands and 
you want to mcrease airframe manufacture, for example, there are 
limited numbers of companies who can supply certain types of mate- 
rials. They are already booked to the limit with commercial as well as 
military orders, and if this has to be invoked, there is no assurance 
whatsoever of establishing a reasonable profit in that type of 
allocation. 

That contractor is in effect a sole source contractor, and he is sitting 
there and can demand his price. We would suggest something along 
the lines of providing for some third party to arbitrate or agree to a 
reasonable rate of profit where those types of contract set-asides would 
be appropriate. 

In conclusion, I think the General Accounting Office agrees that 
Vinson-Trammell is outdated and should be replaced. How far you 
want to go in replacing it is a matter of policy determination by the 
Congress, but we would like to see at an absolute minimum standby 
authority in the case of an emergency situation. We certainly would 
not object to peacetime legislation. 

Senator Morgan. Then, to summarize, your suggestion with regard 
to the threshold is $10 million ? 

Mr. Sheley. $5 million to $10 million. I think the numbers of con- 
tracts involved above $5 million is something like 0.6 of 1 percent of 
the total contract awards by DOD that are over $10,000. 

Mr. Flynn. I think it is important to note that we just discussed 
setting a fair profit at the time of negotiating contracts. This is ex- 
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tremely important in situations where you are dealing with a sole 
source. In this regard, we suggest that the criteria of Public Law 
87-653 be used. This would maKe the procedurij we are recommending 
applicable to those sole source negotiated procurements and contract 
modifications in excess of $100,000 where the contractor and the Gov- 
ernment could not agree on the contract profit. Then a third party 
would step in and set a binding amount. In such cases, then, it wouldn't 
be too important for any Excess Profits Act to take effect at a much 
higher dollar level. 

Senator Morgan. You would also recommend, then, that it go to 
prime and subcontractors ? 

Mr. Shelby. Yes, sir. 

Senator Morgan. And that it apply only to negotiated contracts? 

Mr. Shelby. Yes. I think for those normally allocated in the com- 
mercial marketplace where there is true and sufficient competition, I 
don't think we need to worry too much about. 

Senator Morgan. Instead of making it apply only to ships or planes, 
you wouldn't make it apply to all items ? 

Mr. Shelby. Absolutely. 

Senator Morgan. You also recommended with regard to profit level, 
125 to 150 percent of contract profit level. 

Mr. Shelby. Contract price originally negotiated. If you will refer 
to the computation attached to our statement, I think you can see how 
this might work. What we are saying under these circiunstances, Mr. 
Chairman, is that a contractor ought to have some incentive to earn 
from his ingenuity, innovativehess, and capital investments made sub- 
sequent to the time the contract was awarded, but there should be some 
limits on that. If it is agreed to, whatever that agreed to amoimt is, 
up front at the time the contract is negotiated, it puts a cap on the 
amount of profit that cah be earned on that specific contract. 

Senator Morgan. How did you arrive at that figure ? 

Mr. Shelby. It was rather out of the air. You could pick any figure 
you want. We just happened to use that particular figure. 

Senator Morgan. Mr. Sheley , suppose Congress decided to do nothing 
on this matter, and the IRS proceeds to adopt regulations. Do you 
think it would be feasible or practical or economic for the Gtoyem- 
ment to try to apply it retroactively to September 1976? 

Mr. Shelby. It would be vepr difficult to do, Mr. Chairman, mainly 
because during this period of time the industry has been working with- 
out any guidelines at all. They don't know what the rules of the game 
are, and all of a sudden we would be retroactively imposing upon them 
rules of the game which may or may not be appropriate under the 
circumstances. 

For example, there is a large argument between DOD and IRS as 
to how to determine the allowable costs under these contracts. 

Senator Morgan. Well, now, asking for your opinion on an equitable 
standpoint, do you think it would be fair or equitable to try to proceed 
to enforce a law such as this retroactively when the Government had 
failed to promulgate the rules and regulations ? 

Mr. Shelby. As a matter of equity, I would say it would not be fair 
to do so. 
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Senator Mobqan. I don't know whether the clean hands doctrine 
would apply or not. [(Jeneral laughter.] 

It would be hard for us to come in saying we were late in doing our 
work, but we will hold you responsible. 

Mr. Sheley. That is the way I would come at it. 

Senator Morgan. The staff has the burdensome work in this matter, 
and they have prepared some questions which I think are relevant. 
Let's take a little time and proceed on these. 

As background to our discussion today, would you describe for the 
subcommittee in general what the profit levels in the defense industries 
are today? 

Mr. Flynn. We don't have those figures today. We made a study 
back in 1970, but profits have changed considerably since that time. 
The Department of Defense conducted a similar study in 1976, and 
the rates at that time, as a percentage of sales, were running about 4.7 
percent for defense work. The rate for comparable commercial con- 
tractors, some 5,000 durable goods manufacturers who report to the 
Federal Trade Commission, was 6.7 percent. 

When you look at it in terms of return on contractor total capital 
investment involved in performing those contracts, however, the rate 
of return on defense sales was 13.5 percent, whereas the rate of return 
on the durable goods manufacturers was 10.7 percent. 

The reason the profit relationship changes is the factor of govern- 
ment-furnished capital in the form of progress payments, assets, and 
so forth. This means that much less contractor capital is required to 
perform defense contracts and, therefore, they make a higher rate 
of return. 

Mr. Sheley. On that capital they do have invested. 

Mr. Flynn. That is right. 

Since 1976, the rates have gone up appreciably. Defense just recently 
increased the rate of return allowed on capital assets required for 
contract performance. The range previously was 6 to 10 percent. They 
have increased it to 16 to 20 percent and this can make a substantial 
difference. 

Mr. Sheley. That is the total target profit they are negotiating, not 
a rate on the total cost. 

Mr. Flynn. That is one element of their weighted guidelines for- 
mula. These are other allowances based on cost and so forth. I would 
guess their current rate of going-in profit for higher risk type con- 
tracts is in the range of 13 to 14 percent of anticipated contract costs. 
On cost type contracts I would guess it is probably in the range of 6 
to 9 percent. 

Of course, the coming out rate is usually less, but in any event, it is 
probably somewhat below the 15 percent rate being considered. 

Senator Morgan. Are there differences in the profit levels among 
various segments of the defense industry ? 

Mr. Flynn. Very great differences. 

Mr. Sheley. Very greatly, sir. 

Senator Morgan. I am talldng about aircraft manufacturers and 
electronic manufacturers, for example. 

Mr. Sheley. Most electronic products have a higher rate of profits. 

Mr. Flynn. There are very great differences. The steel industry is 
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depressed, and their profit rate is very low. You get some variances all 
the way across the line. That is why we have urged Department of 
Defense personnel, when negotiating profit rates, to consider the in- 
dustry profit rates with which they are dealing. It does not make 
much sense to use an overall average rate. A company in a low-profit 
industry will grab the rate offered while a high-profit one will insist on 
a much higher rate than the Defense's average rate. 

Senator Morgan. Are there similar differences in the profitability of 
different types of products within the same companies? 

Mr. Sheley. I suspect Boeing probably makes more on some lines 
of their government business than on others. I would say probably 
it would not be too much different in the electronics. 

Senator Morgan. In looking at the profits earned by defense con- 
tractors, what is the relationship between the going-in profit level on 
the contract and the final profit ? 

Mr. Sheley. Generally speaking, the final profit is somewhat less 
than the going-in profit. 

Senator Morgan. What is meant by the going-in profit ? 

Mr. Sheley. That is what you negotiated up front. 

Senator Morgan. What you hope to make, what the company hopes 
to make? 

Mr. Sheley. Yes. 

Senator Morgan. And in general the profit is not quite as much? 

Mr. Sheley. For various reasons. Sometimes unallowable cost ex- 
plains part of it. Other times there are cost increases not compen- 
sated for by increases in the contract base value. Various factors cause 
the coming out profit to be a little lower than the going-in profit. 

Senator Morgan. My next question was going to be— 5lo your Indies 
show any pattern there, but when you say generally, I assume that is 
based upon a pattern. 

Mr. Sheley. It is based upon a pattern, sir. 

Senator Morgan. Mr. Sheley, when you measure the profit levels of 
defense contractors, do you use profit on sales, profit as a percentage 
of invested capital, or profit as a percentage of equity, or some other 
measure? 

Mr. Sheley. We would probably use several factors. One of the few 
we would not use probably is percentage of sales. We would more 
tend to recognize profit as a percentage of the cost incurred, or return 
on capital equity. 

Mr. Flynn. What we did in our study was to look at it three ways. 
We looked at it in terms of profit on sales, profit in terms of total 
capital investment required for contractor performance, and profit on 
equity capital. We think the fairest way is probably the rate of re- 
turn on total capital investment required to perform a contract re- 
gardless of the source of the funds, whether they are borrowed or 
provided by the stockholders. 

Senator Morgan. I believe you said the one you would not use would 
be profit on sales. 

Mr. Sheley. We measured it in one instance, but I don't think we 
would use it as a normal measure. In establishing profit weighted 
guidelines, they do not provide for profit on sales, they provide for 
profit on costs. That is one of the elements. That is the way we would 
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view it. That is, what did you intend when you went into the con- 
tract, and how did you come out? The measure there would be based 
upon percentage of mcurred cost 

Senator Morgan. I believe the Vinson-Trammell Act sets the meas- 
ure as being profit on sales. 

Mr. Sheley. It is murky. 

Mr. Flynn. The disadvantage is, it fails to consider the period of 
time involved in performing the contract or the capital investment re- 
quired, and, thus, can be totally inequitable. For example, if a con- 
tractor turns over his capital three times, he will have three times the 
profit of the contractor who has a single rate of turnover. 

Senator Moboan. Mr. Sheley, in your prepared testimony, you have 
stated that putting in law precise profit figures as percentage of sales 
is an imworkable method of controlling profits. Could you discuss this 
a little more fully, and why it does not work ? 

Mr. Sheley. If you set the percentage too low, you drive away the 
efficient contractor, and you guarantee award to the inefficient con- 
tractor who is willing to settle for a lesser amount of profit and more 
Government assistance in his facilities, and you will stifle the inno- 
vation of that contractor, particularly if it is the kind of contract 
which has follow-on procurement potential. There is no incentive for 
him to be efficient on the first contract. If you put an arbitrary ceiling 
on him and say, thou shalt not earn more than 10 or 12 percent, he 
will not be efficient. 

Senator Morgan. Is that what you meant in the early part of your 
statement when you said it could be counterproductive? 

Mr. Sheley. Yes, sir. 

Senator Morgan. In discussing the 10- and 12-percent limits now in 
law, you state on page 4 of your statement there "could be many in- 
stances where the circumstances warrant higher profits than specified 
in the statute." Could you give us some kind of example here of what 
situations would warrant higher profits ? 

Mr. Sheley. Primarily in the high technology areas. They are ex- 
pensive to develop. The risk is high. The payoff may be great or may 
not be great, and under those circum^ances, a higher than normal 
profit I think would be warranted to the contractor willing to take 
those kinds of risks. 

Senator Morgan. I would be interested in your opinion as to what 
are the causes of excess profits when they do occur ? Is it the result of 
bad contracting practices by the Defense Department? Or do they 
result from incomplete cost information? Or is it uncertainty about 
technology that we don't know about? Or cost reduction by contrac- 
tors? What are some of the factors that might be included? 

Mr. Sheley. Let me try a few of them, and then Mr. Flynn may 
have some ideas too. 

Technology changes can result in efficiencies. I recall a case many 
years ago when titanium was first coming into use. It was a very dif- 
ficult metal to work with. The scrap rates were fantastic. The par- 
ticular contractor developed the means of reducing the titanium scrap 
rate from 25 percent to 2 percent. This resulted in substantial profits. 

We wouldn't have had any problem on one contract where he de- 
veloped the technique, but on follow-on contracts he didn't pass the 
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savings on to us. We collected some money back on that. But that type 
of thing happens. 

There are problems sometimes, and they are a lot less than they 
were many years ago, in negotiating or estiEtblishing fair cost or per- 
formance at the beginning of the contract. 

I think Public Law 87-653 has had a salutory effect in that area, 
but there are cases where people make mistakes. It still happens. 

John, do you want to build on those two ? 

Mr. Flynn. Yes. We looked into the causes of excess profits. In fact, 
we issued a report back in December 1975, where we looked into con- 
tracts that had been settled in the prior, I believe, 2 or 3 years. At that 
time there were shortages of many items and many of the contracts 
were being assigned for performance under provisions of the Defense 
Production Act. We also found that in a lot of cases, even where the 
contracts were advertised and there was the appearance of competition, 
prices were high and excess profits resulted. A contractor would place 
a high bid simply to keep his name on the bidders' list and even 
though he did not expect to get the contract, surprisingly he got some 
of those awards. 

So, the appearance of competition did not protect the Government 
or prevent excessive profits. The real factor was a shortage situation 
where people were selling all they could produce, and profits just rolled 
up tremendously. 

Senator Morgan. Your own recommendations and the recommenda- 
tions of the Patterson bill include the feature, as I understand it, that 
profit limitations would apply only to sole source or negotiated con- 
tracts or not fully competitive ones. Now, haven't j^ou just given us an 
example of circumstances where maybe an unconscionable profit could 
be made under a sole bid contract ? 

Mr. Flynn. It could happen, but we also recommended a new pro- 
cedure be set up, new legislation to permit establishing a fair profit 
rate at the time a contract is negotiated. If this is done, and if at that 
time the rate of return on capital is considered so that you do get a fair 
rate, the situation discussed can probably be avoided, for such cases 
where all bids are unreasonable, we would be relying on the contract- 
ing officer to reject all bids and go to the negotiated procurement 
method. 

Mr. Sheuet. I qualified it where there is a situation of true competi- 
tion available, and what Mr. Flynn is describing is the procedure avail- 
able to a contracting officer if he determines that true competition is 
not available. He can reject bids and go on a negotiated basis, and in 
those circumstances it would be subject to a profit limitation. 

Senator Morgan. What about where the contract at the time is truly 
competitive, but things happen afterwards? 

Mr. Flynn. One oi the things that we noticed that happened was, 
the contractor's business increased tremendously as a result of the 
Government contracts and his production costs dropped substantially, 
and this resulted in excess profits. 

Mr. Sheley. I think they are talking about something else, if it is 
awarded on a competitive basis and he turns around and makes a rela- 
tively high profit. A contract awarded on a competitive basis is 
awarded to the low bidder using total price and the elements of price 
are not considered in that case. 
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Senator Morgan. I don't mean to be picking on Boeing, but thev 
just happen to be on the cover of Time this week, and I really don't 
know anything about the contract, but I assume no more tests have 
been made, that there is still a lot to be learned about a cruise missile. 

Now, under normal circumstances as they proceed to produce these 
missiles they run into difficulties unexpectedly. They don't perform 
quite as well as we had anticipated. 

Mr. Sheley. That is a negotiated contract, and when you talk about 
a $4 million award, I think you are referring to a $4 billion program. 
The initial award on that was considerably less than that. It was in 
the $100 million area, in the initial stages. 

Senator Morgan. They learned during that first increment that 
terms may be either more expensive or more cost efficient. 

Mr. Flynn. We don't know the type of contract involved. If it is an 
incentive type, there may be a target price they would be aiming at, 
and the profit might relate to how far they came under that price. 

There are many types of contracts that could be utilized. 

Senator Morgan. Has your experience indicated that the contracts 
which have resulted in excess profits in the past have generally been 
sole source, negotiated contracts ? 

Mr. Shelby. Many have been negotiated contracts, primarily sole 
source. 

Senator Morgan. Should there be a limit for the purchase of com- 
mercial off-the-shelf products such as the gentleman before you testi- 
fied to? 

Mr. Sheley. I think the marketplace should regulate the prices of 
those adequately, and they could be very well accepted. 

Senator Morgan. Approach it with open eyes? 

Mr. Sheley. Yes. 

Mr. Flynn. And if there is true competition. 

Senator Morgan. Has GAO any studies on the cost of complying 
with the Vinson-Trammell Act as it is now written ? 

Mr. Sheley. No, sir, we have no basis in determining those costs. It 
has not been in force. I don't know how we would ever arrive at it. Any- 
thing we would come up with would be pure conjecture. 

Mr. Flynn. We did look into the cost of complying with the Re- 
negotiation Act, and we found that the data base was very poor. It 
was extremely difficult to pin down what the costs were. We would have 
people, after the fact, estimating how much time was involved. We 
found it was almost impossible to tell what it really did cost, and we 
would expect that it would be the same way in this case. 

Mr. Sheley. We reported to Chairman Proxmire in 1977 on that 
very factor. It is just totally impossible to arrive at the cost of con- 
forming to either the Cost Accounting Standards Board or whatever. 
There is just no way. 

Senator Morgan. Is it your view that administrative costs imposed 
on contractors would be much more serious in the case of the small 
subcontractor than it would be for a lar^ contractor ? 

Mr. Sheley. As a percentage of total burden, yes, sir, I would say, 
because they are not accustomed to dealing with the myriad of regula- 
tions and so forth. 

Senator Mcnrgan. They are not as well equipped ? 

Mr. Sheley. They don't have the counsel available. 
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Senator Morgan. In your prepared testimony you state your con- 
clusion that profit controls based upon the aggregate defense business 
done by a company during a particular period would be hard to ad- 
minister, that a contract-by-contract system would be better. Could 
you elaborate on that ? 

Mr. SheI/EY. a contract-by-contract system would provide a less 
complex means of administering profit controls. Not only are affected 
contracts more readily identifiable, but profits can be determined with 
reasonable certainty when units are delivered or at contract comple- 
tion. This approach is close to the unit of delivery method of revenue 
recognition under Government contracts used by industry. Under this 
method, revenue and expenses are recognized as completed units are 
delivered to the Government. 

Senator Moroan. Let me ask you this one. Do the proposed Vinson- 
Trammell regulations include any incentive awards to the contract 
price? The contractor has no motivation to earn these awards if he is 
close to the allowable profit. That would simply be recovered by the 
Government. Should a contractor be allowed to earn incentive awards 
in addition to specified profits ? 

Mr. Shemjt. I believe he should be, sir. If we impose upon him a 
penalty or incentive in the way of profits for doing a poor or good job, 
then I think he should earn the benefits if he does perform in an effi- 
cient manner. 

Senator Morgan. Do you agree with those who contend it is hard to 
trace a product as to whether or not it is going into an aircraft or a 
ship? 

Mr. Shei^y. It depends upon which tier you are talking abouL The 
further down in the subcontracting process it goes, it gete more diffi- 
cult. A first tier subcontractor ought to pretty well know where his 
product is going. When he begins buying bits and pieces from second, 
third, and fourth tiers, he would have a difficult time there telling the 
source where the items are going and they have no idea what the end 
product is on that. 

Senator Morgan. Gentlemen, I think we have covered the questicms 
that our staff has prepared, except for one. Before I give you that one, 
let me say that Senator Humphrey has submitted some questions which 
would be helpful if you could answer for the record. 

Mr. Sheley. We would be pleased to do so, Mr. Chairman. 

[Questions with answers supplied follow :] 

Questions Submittibd by Senator Gordon J. Humphrey, Answers Suppued by 
Mr. Sheley, General Accounting Office 

Question. Mr. Sheley, it is generaUy felt that Vinson-TrainineU should be re- 
pealed. The question is whether or not legislation limiting profits should be pa£»ed 
in its stead. You list in your formal testimony some of the reasons most often dted 
for maintaining some form of profit Umiting legislation. Among these you indlude 
the argument that "some form of profit limitation is advisable because despite 
improvements in contract monitoring" excessive profits can be a problem on a 
limited number of contracts and that "from the standpoint of public trust and 
confidence . . . there should be some assurance that contracts will not get "fat" on 
public monies. This last sentence is reminiscent of Dale Church's statement before 
this Subcommittee that DOD believe some profit limiting legislation is necessary 
"even if it were seldom invoked to recoup excessive profits as it would provide 
the public a measure of assurance that our contracting system is working weU.** 

Mr. Sheley, it seems to be that the DOD is interested in profit legislatioii — 
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le^UUitUm by the way wiaA would «ilj add to the regulatory haaaie already 
piaguiiig indnatiy— <<>r easentialiy public reiatkms reasons. Isn^t it tme that 
TroAt 70** and other studies eondncted by GoTMnment and priTate oisaniaatlons 
indicate that i»t^t8 <m d^ense contracts are w^ below comparable commercial 
entaiwises? 
Is it not tme that: 

(1) The Goremment already has foil access to contractor cost data on all 
negotiated contracts (Public Law 87-653) — ^Trath in Negotiation and D^ectiTe 
Pricing); 

(2) Tlie Defoise Contract Aodit Agency performs both preaward and post- 
award audits of contractors records on all significant negotiated contracts ; 

(3) ^'Profit 76" and subsequ^it studies indicate profits on defense contracts are 
w^ below comparaUe commercial enterprises ; 

(4) Sophisticated contractor management reporting and contractor perform- 
ance measurement syst^ns are already imposed on contract on all significant 
negotiated defense contracts ; 

(5) All contractors in excess of $10,000, except those resulting from formal 
advertising, are required to provide for examination (rf records by the Comptroller 
General; 

(6) All payments to a contractor must be supported by a DOD approved 
voucher thus ensuring only contractually authorised payments; 

(7) Crovemment representatives are located in most large contractor facilities 
to ensure proper fulfillment of contract terms and conditions ; and 

(8) Govemmoit procurement officials have a wide range of contracting opti<ms 
available to than to limit pr<^t ranging from Cost Plus a Fixed Fee to Firm 
Fixed Price contracta 

Answer. We can assure you that our support for some form of profit limitation 
is not for "public relations*' purposes. As pointed out in our testimcmy, this is a 
time of expanding defense needs and the Government is already experiencing a 
number of tight supfdy situations. As a result, during the last six months the 
Department of Commerce had over 100 requests for special priority assistance to 
be provided under the Defense Production Act. The situation will probably get 
much worse and under such conditions excess profits are not uncommon. 

You asked if it isn't true that **Profit 76** and other studies indicate that 
profits on defense contracts are well below profits for comparable commercial 
enterprises? 

The DOD ''Profit 76** study and other studies do indicate that the average 
profit on defense work, when computed as a percent of sales, is bdiow the profit 
on comparable commercial work. Hovrever, we believe that a more meaningful 
criteria is the rate of return on contractor investments in facilities, equipment, 
inventories, and other assets required for contract performance. On this basis 
the "Profit 76*' report noted that the average rate of return on Government work 
was higher than the average rate of return reported by the Federal Trade Com- 
mission for comparable commercial work. (The FTC data is based on informa- 
tion routinely gathered from 5,000 corporations producing durable goods with 
aggregate average sales of $450 billion annually.) The higher rate of return on 
contractors* investments relating to Government sales had been found in prior 
profit studies and came as no surprise to the DOD study group. 

In questioning the need for legislation limiting profits, you also mentioned 
Public Law 87-653 and other improvements made over the past several years 
with respect to the award and administration of Government contracts. As 
pointed out in our testimony. Public Law 87-653 simply provides for contracting 
officers to obtain accurate, complete, and current cost or pricing data from 
contractor's in negotiating contracts (or contract modification) in excess of 
1100,000. There is no requirement for the contractor to use this data to establish 
or Justify the price at which he is willing to contract with the Government. As 
long as a contractor furnishes the required cost or pricing data, he can set the 
price at which he will do the work, and, if a sole source situation is involved, 
the Grovernment may have no alternative but to pay the contractor's price. 

In this regard, as mentioned in our testimony, several years ago we conducted 
a review to determine the causes of excess profits. In this review we examined a 
sample of excessive profits determinations by the Renegotiation Board during 
the years 1970 through 1973. We found that the excess profits were attributable 
to a seller*s market Despite all the contracting improvements that had been 
made, they did not prevent contractors from charging excessive prices in a period 
of tight supplies and shortages. 
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As you probably know, Title I of the Defense Production Act provides for 
mandatory contractor acceptance of defense contracts, and for giving them prior- 
ity over other work, but there is no provision in that law for pricUig such c<mi- 
tracts. We believe there is a serious need, particularly in sole source situations, 
for legislation to deal with instances where the Government contract n^otiator 
and the contractor cannot agree on contract prices. One possibility would be to 
establish an independent third party with the power to set fair and reasonaUe 
prices that would be binding on both the Government and the contractor. 

In our opinion, while a provision for recouping excess profits is desirable, such 
a provision would not necessarily discourage excess profits. This is because the 
after-the-fact determination of and recoupment of such profits would still enable 
the contractors involved to profit from the interest free use of such funds for 
long periods of time. Thus, we believe it is probably more important to provide 
a means for assuring the establishment of fair and reasonable -prices at the 
time of contract award and that such action would prevent excess profits from 
occurring in many cases. 

Question, In your prepared statement, Mr. Sheley, you argue that: *'A profit 
limitation based on a fixed percentage of contract costs can result in inequities 
and could be counterproductive. There would be many instances where the cir- 
cumstances warrant higher profits than those specified in the statute." 

Can this be interpreted to mean that the GAO would not favor S. 2331 which 
defines excess profit as 'that greater than 15 percent of the total final contract 
price."? 

Answer. We believe it would be undesirable to define excess profits as a fixed 
percentage of the contract price. Such a provision gives no consideraticm to the 
length of the period of contract performance or the contractor's investmoit tied 
up in contract performance. It can be very inequitable. For example, assume 
that two contractors are awarded contracts for $10 million each with both 
requiring a $5 million average contractor investment in facilities and other assets 
tliroughout contract performance. One contract is completed in (me year and the 
second takes 3 years to perform. Under the proposed legislation, each contract 
would be limited to a maximum rate of profit of 15 percent or $1.5 million. The 
annualized rates of return on the contractor's investments are as follows : 

One year contractor — ^$1.5 million~$5 million=30 percent. 

3 year contractor^-ll.S million-i-$5 million =30^3=10 percent 

We believe a preferable system would be to base the excess profits determina- 
tion on a percentage of the rate of profit negotiated at the time of contract 
award. For example, any amount in excess of some percentage such as 115 or 
125 percent of the negotiated contract profit. This would mean the profit allowed 
would have a relationship to factors considered at the time of contract award 
such as risk, complexity of the task, and contractor's investment required for 
contract performance. We realize that, to date, little consideration has been 
given to the latter factor, but believe such consideration is essential to help 
prevent excessive profit situations from developing. In this regard, in a report 
to the Secretary of Defense (PSAD-7&-38, March 8, 1979) we reconunended, 
''Even though a portion of the profit rate might still be based on costs, the overall 
rate on (contractor) facilities investments should be computed to assist in id^i- 
tifying any potential excessive profit." This would not entail a great deal of 
effort since in October 1976, DOD changed its regulations to allow imputed 
interest on contractor facility investments as a reimbursable contract cost Since 
that time, such contractor investment data has been developed by most con- 
tractors awarded major negotiated defense contracts. 

To make our proposal viable, it would, of course, be essential to have in place 
the means of establishing fair and reasonable profits discussed under question 
one. 



Questions Submitted by Senator Robebt Mobgan 
gao pboposal 

Senator Mobgan. Let me ask a few questions about the suggestions you make 
for a fairer profit limitation system at the end of your statement. Why is it a 
good idea, as you suggest, to limit any profit limitation legislation to prime and 
first tier subcontracts only ? 

Aren't there possibilities for excess profits below that level on a major contract? 

You suggest that instead of a specific ceiling on profits, however d^ned, that 
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we limit excess profits to a percentage of the going-in profit. Isn't that just as 
arbitrary in its way ? Does your proposal involve calculating profits in the same 
way it is now d<me under Vinson-Trammell? 

Mr. Shelet. Our suggestion is to limit profit limitation application to prime and 
subcontracts exceeding a specified amount. We did not mean that the subcon- 
tractors affected would be limited to the first tier level only. Our experience 
indicates that excess profits can occur at other subcontract levels. Limiting 
profits to a percentage of the going-in profit would be arbitrary only in the selec- 
tion of the i^rticular percentage figure to be used. Otherwise, the merit of this 
meCliod stems from relating the profit allowed in effect to the factors (such as 
risk and complexity) originally considered in arriving at the negotiated contract 
profit. On the other hand, if a poor job was done in the original contract nego- 
tiations and an excessive profit was allowed, it would not be corrected under 
our method. Our proposal would not treat all profits as excessive that exceed 
one or two fixed profit rates. Thus, it is quite different from the Vinson-Trammell 
Act. 

Senator Morgan. Mr. Flynn said sometimes there is a situation where the 
contractors have all the business they can handle, so they bid high. If you award 
on that basis, you pay a very high profit. But if you set an arbitrary lower profit 
figure, you won^t get any bids in this situation. How do you cure this problem? 

Mr. Sheley. If you have the appearance of competition but all bids are un- 
reasonably high, we believe the contracting officer should reject all bids and use 
the negotiated procurement method. The authority to reject all bids and negotiate 
has been retained at very high management levels in the Department of Defense, 
and obtaining approval to use it is a tedious procedure requiring extensive justi- 
fication. We believe this authority should be more readly available to the con- 
tracting officer for use under appropriate circumstances. As you know, in the 
case of negotiated procurements when the contracting officer and contractor 
cannot agree on price, we are recommending that legislation be enacted to pro- 
vide an independent third party with authority to establish fair and reasonable 
prices binding on the Government and the contractor. This authority along 
with the existing authority under the Title I of the Defense Production Act, 
which provides for mandatory contractor acceptance of defense contracts, should 
be enough to take care of the problem described. 

Senator Morgan. I want to ask you this question, finally. I am not 
sure if you are willing or are in a position to make a recommendation, 
but do you agree it would be unwise and administratively difficult to go 
back and compute profits for all contracts completed after Septem- 
ber 30, 1976, as the act now requires? Some 3i^ years have elapsed 
without regulations. 

Mr. Sheley. I believe you alluded to that earlier, and I think it 
would be difficult to do, particularly in the absence of ground rules in 
this 314-year period. It can be done. It is a task that can be done, but it 
is a Question of equity and a question of how much effort we want to 
spend in doing it. 

Senator Morgan. I think we dealt with it when I was asking ques- 
tions earlier about the equity of it, the fairness of it, and the economics 
of it Taking into consideration all of those factors, would it seem fair 
to you to suspend the application of Vinson-Trammell from the date it 
became operative until a reasonable date in the future, say, some time 
next year when the Congress would have time to consider it, or DOD, 
and the IRS would have time to agree on guidelines and ground rules ? 

Mr. Shelet. I woiild not think I would be as amenable as Congress- 
man McCloskey to his date. I would prefer to see the gap closed before 
that, as soon as possible. 

Senator Morgan. Lookinc: at it as a practical matter, we have got 
this year — you have already heard us talk about the political con- 
ventions, balancing the budget, dealing with inflation, cutting the in- 
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crease in defense expenditures. When we come back in January, we 
have the first budget resolution. 

Would it seem March 1 would be too early, or would July 1 be a 
more realistic date? 

Mr. Sheley. I would strive for the earliest date. You have asked 
for my opinion, and I have given you my opinion. I recognize the prac- 
ticalities of the situation, and I think whatever date you impose will be 
difficult to accomplish. I would say March 31, if you could mnke it, 
would be a much more acceptable date than September 30. 

Mr. Flynn. Another possibility would be to have it applicable to 
contracts only over $5 million. 

Mr. Sheley. Temporary legislation. 

Mr. Flynn. Yes; most of these larger contractors are aware of the 
Vinson-Trammell Act. It is strictly on a percentage of the contract 
price, so it should not be too difficult for larger companies to figure 
what their profit was, and it wouldn't really be something new, because 
they are already subject to the law, even though it has not as yet been 
enforced. 

Senator Morgan. I have been told by a number of companies that the 
alternatives are now footnoted into their annual reports as to con- 
tingent liabilities under the Vinson-Trammell Act. Is that a reasonable 
accounting? Would it be a reasonable practice? 

Mr. Sheley. As a CPA, I would say I would be negligent if I would 
not do that. I think it fair and reasonable they do that, because of the 
uncertainties existing right now. 

Senator Morgan. Thank you, gentlemen. 

Mr. Sheley. Thank you, sir. 

Senator Morgan. I understand Congressman Grassley will not ap- 
pear, but he has submitted a statement. We will make it a part of the 
record. 

[The prepared statement of Congressman Grassley, from the State 
of Iowa, follows :] 

PsEPABED Statement by Hon. Ghables E. Qbasslet 

Mr. Chairman, thank you for aUowing me the opportunity to testi^ this after- 
noon. As the former ranking minority member of the Banking Committee's 
Renegotiation Subcommittee, I have become familiar with the provisions of the 
Vinson-TrammeU Act. I submit that this Act like the Renegotiation Board would 
provide a severe disincentive for the effective and efficient performance of ne- 
gotiated contracts. 

The government employs over 57,000 people who receive over a bilUon doUars, 
in salaries. Their sole purpose in life is to see to it that the government receives 
the most bang for its buck. This requires careful negotiation of the contract and 
diligent oversight of contract performance. If reforms are to be made, let them 
be made by re-educating these 57,000 souls to do the job they are paid to do. 

The IRS was not set up to monitor defense contacts — that is the job of the De- 
fense Department. Let the 10,000 auditors of the Defense Contract Audit Agency 
or the Inspectors General of the various branches be responsible for protecting 
the taxjmyers' money. It's time to stop creating new agencies to, in effect, sub- 
sidize and encourage sloppy work. 

The Vinson-Trammell Act should be repealed immediately so that the Defense 
Department can get on with the job. If the current system does not prevait cer- 
tain types of contractors from receiving high profits, then the negotiation and 
monitoring process should be revised to accomplish fair, effective and efficient 
contracts with strict enforcement. 

This problem cannot be solved by creating another "band-aid" agaicy which 
forces defense contractors to spend millions of taxpayers' dollars in burdensome 
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IMTperwork requirements. The Vinson-Trammell Act only compounds the problem 
of contractors' reluctance to compete for defense contracts. The net result is less 
competition and higher bids. 

Hopefully, this Congress can learn from the mistakes made by the burdensome 
Renegotiation Board. The Board's 200 employees could not monitor the millions 
of contracts any more than one of the proposed substitute agencies could with 
triple the number of employees. The solution to the problem of excess profits does 
not lie with after-the-fact determinations but rather a comprehensive system of 
contract negotiation with rewards and punishments if you will. 

Thank you, Mr. Chairman. 

Senator Morgan. Our next witness is Mr. Theodore M. Kostos. 
Mr. Kostos, we welcome you. If you would, please identify those 
accompanying you today. 

STATEMENT OF THEOBOBE H. KOSTOS, ABA PUBLIC CONTBACT LAW 
SECTION, ACCOMPANIED BT BAVID L. HIBSCH AND 0. S. HIESTAND 

Mr. Kostos. My name is Theodore Kostos. With me are Mr. David 
Hirsch and Mr. Sparks Hiestand. 

The American Bar Association appreciates this opportimity to 
present this statement on the Vinson-Trammell Naval Farity Act of 
1934 which, as you know, limits profits on contracts and subcontracts 
for complete naval vessels and parts thereof to 10 percent, and for 
complete military aircraft and parts thereof to 12 percent of the final 
contract price. 

I am chairman of the ABA public contract law section, and I have 
been authorized to present the ABA's views on this important 
legislation. 

As I mentioned, with me today is Mr. Hirsch, senior corporate coun- 
sel for Norris Industries, Inc. He is also a council member of our 
section. With me also is Mr. Sparks Hiestand, of the law firm of 
Morgan, Lewis, and Bockius, who is chairman-elect of the section. 

The views presented to you today are a distillation of an effort that 
has spanned 6 years and includes the input of large numbers of at- 
torneys who practice in the field of public contract law. 

This last February, the house of delegates of the ABA adopted the 
following resolution : 

Be it resolved, That the American Bar Association favors the elimination of 
the profit Umitation provisions of the Vinson-TrammeU Act, and does not favor 
the adoption of any similar authority for profit limitation during peacetime. 

The 1980 resolution passed by the house of delegates of the asso- 
ciation is part of a continuation of positions taken by the house of 
delegates since 1974 and is consistent with the position taken by the 
house of delegates in August 1978 through which the ABA urged: 

* * * the Congress of the United States not to renew the Renegotiation Act 
nor to provide any new simUar authority for renegotiation during peacetime. 

Since many other witnesses who have gone before us have advised 
your subcommittee of the reasons in favor of either repealing or 
amending the 46-year-old statute, we thought that it would be sig- 
nificant today to advise you of some very early history regarding rea- 
sons for repeal and to suggest reasons why there is no need for any 
similar authority to limit profit durine peacetime. 

Let me start with paragraph 1, Early Efforts to Repeal the Vinson- 
Trammell Act. As you know. Congress has kept the act in a suspended 
status for all but 9 of its last 46 years. 



Digiti 



zed by Google 



116 

One of the most recent reviews by the Congress, pursuant to Public 
Law 86-89, as amended, was a study by the Joint Committee on In- 
ternal Eevenue Taxation which made a "full and complete study" 
of the Renegotiation Act of 1951. That report states : 

The consensus among those who have directed themselves to this question is 
the the Vinson-Trammell and Merchant Marine Act provisions are not a desirable 
form of profit limitation. 

Perhaps the most important considerations cited in support of this 
position are these. 

One : They impair contractors' incentives to efficiency and tend to 
bring about a cost plus percentage of cost type of contracting, with 
resulting increases in the price paid by the Government for its 
procurements ; 

Two : That they deter contractors subject to their provisions from 
entering into Government contracts ; 

Three: That they are discriminatory in that they apply only to 
a few of the many types of contractors engaged in Government 
contracting; and 

Four: That any such uniform, flat rate profit limitations are too 
arbitrary and inflexible in that they do not take into account various 
factors which must necessarily be taken into account in determining 
proper levels of profit. 

The early history of repeal : Of even greater interest is that in No- 
vember 1945, Congressman Carl Vinson, chairman of the House Naval 
Affairs Committee and father of the Vinson-Trammell Act, intro- 
duced a bill, H.E. 4622, to repeal the profit limitations provisions of 
the Vinson-Trammell Act. 

This bill was favorably supported by reports from the War. Navy, 
and Treasury Departments but failed to receive any extensive con- 
sideration by the 79th Congress. 

Subsequently, a new bill, H.E. 3051, was introduced in the 80th 
Congress at the specific request of the Department of Navy, providing 
for the repeal of the Vinson-Trammell Act profit provisions. This bill 
was favorably reported by the House Armed Services Committee un- 
animously on June 20, 1947, and was promptly passed by the House 
of Representatives. 

It was also favorably reported unanimously from the Senate, Com- 
mittee on Armed Services on June 19, 1947, but was lost, much to 
all of our dismay here today, in the logjam of legislation at the end 
of that session of the Congress. A year later, the enactment of the 
Renegotiation Act in 1948 had the effect of making any further con- 
sideration of the repeal bill at that particular time entirely unneces- 
sary because the area of application to the Vinson-Trammell Act, 
profit limitation clause, had been almost entirely eliminated. 

Enactment of legislation repealing the Vinson-Trammell Act pro- 
visions became of almost academic interest and no final congressional 
action was taken on the bill. 

It is interesting to note in passing that a companion statute, section 
505(b) of the Merchant Marine Act, calling for a similar 10 percent 
profit limitation for the construction of merchant vessels was repealed 
by the Merchant Marine Act of 1970, without any fanfare or hoopla. 

We have attached portions of letters to our statement urging re- 
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peal from Robert P. Patterson, Secretary of War, to the chairman 
of the Committee on Armed Services of the House of Representatives, 
dated May 27, 1947, and from Secretary John L. Sullivan, Acting 
Secretary of the Navy, to the Speaker of the House of Representatives 
dated March 20, 1947. 

These references from what you might call antiquity are of con- 
siderable interest. The Honorable John L. Sullivan, Acting Secretary 
of the Navy, states : 

Further, because the act has narrowed competition very materially by dis- 
couraging contractors from dealing with the Navy, it may weU be that the net 
result has been to increase costs to the Navy. 

In an earlier paragraph, Mr. Sullivan states : 

Of the greatest concern to the Navy Department is the danger that if the 
profit-limitation provisions of the Vinson-Trammell Act are retained there will 
be serious Interference with i)eace-time procurement. 

Secretary Robert P. Patterson, whom we all admired, made this 
statement : 

It is the opinion of the War Department that close pricing and restriction 
of profits to reasonable amounts can best be achieved under a negotiated con- 
tract by the utilization of this acquired pricing experience. Furthermore, the 
interests of the Government would be adquately protected by the use of price 
redetermination clauses authorized by this law in such contracts, to assure that 
no undue profit would be realized by the contractors involved. 

The reference to "this law" in the above paragraph relates to the 
Armed Service Procurement Act of 1947. 

It is of considerable significance that price redetermination clauses 
authorized by the Armed Services Procurement Act of 1947 and con- 
sidered hj Secretary Patterson as significant tools for profit limita- 
tion are still available to the Department of Defense in 1980. 

The infirmities of the 1934 Vinson-Trammell Act, particularly in 
peacetime, were obviously apparent in 1947 to both the War and Navy 
Departments, and, of course, to Representative Carl Vinson himself. 
Were it not for the intervention of tne Renegotiation Act of 1948 with 
tiie suspension of the Vinson-Trammell Act, the 46-year-old statute 
would long since have been repealed. 

There is no need for profit limitation during peacetime. It is well 
known that the various profit limitations statutes have been passed 
by the Congress either in times of preparation for war or during a 
declared war. In the event of a national emergency, there is never 
enough time to properly award the large numbers of Government con- 
tracts to private industry using the various legislative and regulatory 
tools which we call "good procurement practice." 

During peacetime when there is adequate time to properly award 
contracts to private industry, the need tor legislation to limit profits, 
as is found in the public utilities industry, is certainly not evident. 
In the public utilities industry, profit is not only limited but it is also 
guaranteed. In defense contracting and public contracting in general, 
profits certainly are not guarant^d to contractors by the U.S. Gov- 
ernment. 

As you are aware, there has been testimony suggesting there may 
be a need for profit limitation legislation in connection with sole 
source contracts. In our view, such a need has not been demonstrated, 
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and a decision to impose profit limitation with respect to noncompet- 
itive awards would be counterproductive. 

The existence of such a limitation could lessen the efforts to improve 
competition and lead to more use of "sole source" awards. 

In our view, there are adequate techniq^ues and contracting meth- 
ods to protect against any significant excessive profits under sole source 
contracts. 

As already explained by others to this subcommittee, Public Law 
87-653, the Truth in Negotiations Act, requires the contractor to pro- 
vide complete, accurate, and current factual information to the Gov- 
ernment negotiator, and subjects the contractor to a price reduction 
and other penalties if such information is "defective." 

In addition, DOD sole source contracts are negotiated after a 
thorough and complete audit is performed by the Defense Contract 
Audit Agency. Quite often the audit agency has a recorded history 
of performance by the same contractor manufacturing the same prod- 
uct over time. 

As well as audit assistance, the contractor negotiator has the assist- 
ance of technical experts from the various agencies which can advise 
him on the technical aspects of the contract. The negotiator is also 
assisted by a price analy^st from his own agency who will review the 
materials produced by his technical experts and by the Defense Con- 
tract Audit Agency in order to provide the contract negotiator witii 
the best information regarding price and profit before the negotia- 
tions commence with the contractor. 

When DOD or any agency is faced with a need to make an initial 
award on a noncompetitive basis, there are techniques that can be 
used to eliminate the possibility of excessive profit. Defense acquisi- 
tion regulations, now commonly called DAR, provide the following 
techniques which can be used by a contract negotiator when he or she 
suspects that there may be excessive profits earned in a specific sole 
source award. 

One : A letter contract can be awarded. The contract is first awarded, 
with or without a ceiling, and the price and terms are negotiated later 
after complete audit. If the contractor and the Government are unable 
to agree on the price, then the price disagreement becomes a dispute 
which is heard by the Armed Services Board of Contract Appeals or 
the Court of Claims and the price is established by a judge. It should 
be pointed out that the contractor is usually well into production on 
the contract before the price is ever finalized. 

Two : You can have a price redetermination clause. The DAR pro- 
vides a number of clauses which can be inserted in a contract whidi 
require that the entire contract be repriced. At that point any excessive 
profit can be eliminated by the Department of Defense and if there is 
a disagreement, again the disagreement can be handled under the dis- 
putes clause of the contract before the Armed Services Board of Con- 
tract Appeals or the Court of Claims. 

It should be noted that we previously indicated that Secretary Pat- 
terson stated to the House of Representatives on May 27, 1947, that 
price redetermination clauses would assure the Government that no 
imdue profit would be realized by contractors involved. We realize 
that these clauses have been little used since the Korean war but clearly 
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they are available for use in the rare situations where the Goyemment 
believes that excessive profits might be earned on a negotiated sole 
source award. 

Thyee : Fixed price incentive contracts. The Goyemment has used 
numerous types of fixed price incentive contracts where ceilings are 
set on the total value of the contract and the Government and the con- 
tractor share any reduction in costs or any increase in costs. These 
fixed price incentive contracts have even included specific limitations 
on the amount of profit that a contractor can earn. 

Four : CJost-type contracts. If all else fails, then the contract nego- 
tiator can always award a cost-type contract with a fixed fee. The 
amount of the profit need never be increased once the negotiated fee 
is fixed. As you know, the maximum fee permitted to be negotiated is 
already fixed by statute. 

There is a statute that pi'ovides the minimum fees of 15 percent of 
the estimated cost of the contract, not including new fees for K. & D. 
contracts, 6 percent for architectural or engineering services, and 10 
percent for all other costs plus fixed fee contracts. 

A profit limitation provision enacted by Congress, we believe, would 
be a disincentive to the Government contract negotiators and their 
staff when attempting to negotiate the best price for the Government. 
The negotiators could always fall back on whatever limitations the 
Congress has determined to be required and use the legislation as a 
crutch rather than use good business judgment and the various pro- 
curement methods available to negotiate the best possible price for the 
government. 

The ABA urges this subcommittee not to recommend new profit 
limitation legislation where there is no evidence that legislation is 
required. 

Thank you, Mr. Chairman, for this opportunity to present the po- 
sition of the ABA. We will be glad to discuss any questions. 

Senator Morgan. Thank you, gentlemen. 

Gentlemen, how many lawyers make up the section of public con- 
tract law of ABA? 

Mr. KosTos. Three thousand, of whom approximately half, I would 
ffuess, are Government lawyers and the others are not Government 
lawyers. 

Senator Morgan. How did the committee arrive at this position? 

Mr. KosTOS. By an analysis and review of the subject at council 
meetings, section meetings. We finally developed a sectionwide ap- 

S roach. We then presented that sectionwide approach to the house of 
elegates of the American Bar Association. The house debated the 
question and came forward with the resolution I read to you. 

Senator Morgan. Are you talking about a council meeting of the sec- 
tion of public contract law ? 

Mr. KosTOS. Yes, starting with that, section meeting of the section, 
and then going right up to the American Bar Association. 

Senator Morgan. How many members are on the council? 

Mr. KosTos. We have 15 voting members on the coimcil. 

Senator Morgan. Could you furnish us with the names of those? 

Mr. KosTOS. I would be delighted to, sir. 
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Senator Morgan. Do you know how many of those are public con- 
tract attorneys ? 

Mr. KosTos. Do you mean Government attorneys? 

Senator Morgan. Yes. 

Mr. KosTos. We could make that determination. 

[The information follows:] 

American Bar Association, Section of Public Contract Law : 

Theodore M. Kostos, Chairman 

O. S. Hiestand, Chairman-Elect 

Thomas E. Abernathy IV, Secretary 

Marshall J. Doke, Jr., Section Delegate 

George M. Coburn and Allan J. Joseph, Immediate and Previous Past Chairmen 

Council Members on the Section of Public Contract Law, American Bar 
Association : 

*ButhC. Burg * Austin G. Boe ^ 

Boger N. Boyd Thomas B. Treacy 

David L. Hirsch ni Carl L. Vacketta 

*S. Neil HosenbaU Robert D. WalUck 
James J. Myers 

*An asterisk identifies the members that are government attorneys. 

Senator Morgan. Are you a Government attorney ? 

Mr. KosTos. I am a private practitioner, not involved with, ships or 
planes. 

Senator Morgan. Do you represent any Government contracts? 

Mr. KosTos. Yes; 1 have had Government contract claims. I am a 
private practitioner. 

Senator Morgan. Mr. Hirsch, what do you practice ? 

Mr. HiRSCH. I am a corporate lawyer. 

Senator Morgan. Do you represent contractors doing business with 
the Defense Department? 

Mr. Hirsch. I do. One. 

Senator Morgan. Oh. You said you are a lawyer for corporations? 

Mr. Hirsch. Yes. 

Senator Morgan. Which one? 

Mr. Hirsch. Norris Industries. 

Senator Morgan. What business are they in ? 

Mr. Hirsch. We make commercial products and products for the 
Grovemment. 

Senator Morgan. I am sorry, I djidn't get your name. 

Mr. HiESTAND. My name is Hiestand, sir. 

Senator Morgan. Where do you practice? 

Mr. Hiestand. I am now in private practice with Morgan, Lewis^ 
Bockius. 1 did a tour of about 30 years with the Federal Grovemment 
as a lawyer with the Atomic Energy Commission, and I served as the 
Greneral CJoimsel on the Commission on Government Procurement. 

Senator Morgan. Does your law firm now represent Government 
contractors? 

Mr. Hiestand. Yes, sir, we do. 

Senator Morgan. All of you do, then ? 

Mr. Hiestand. Yes, sir. 

Senator Morgan. You say this resolution was taken up by the Ameri- 
can Bar house of delegates. How long was it debated ? 
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Mr. KosTOS. Do you mean how long in time ? 

Senator Moroan. Yes. 

Mr. KosTos. It has been debated over a period of time, actually, sev- 
eral years. The item has been debated alon^ with the Renegotiation 
Act, and the actual time of debate before me house of delegates, I 
imagine, would have been very short. Thev move fairly quickly. 

Senator Morgan. The house of delegates' adoption of this report was 
almost perfunctary based upon the recommendations of the section of 
public contract law. 

Mr. KosTOs. And based upon an analysis made by the house of 
delegates of the board of governors. 

Senator Morgan. Does the board of governors make an analysis of 
it in addition to the council i 

Mr. KosTOS. The liaison representative between the section and the 
bar generally, the ABA house of delegates and the Government, that 
Uaison representative speaks for us before the house of delegates on 
the merits of any matter we present, and he would have analyzed it 
and as a member of the board of governors would have presented his 
views to the house of delegates. 

Senator Morgan. Is he a full-time employee of the American Bar? 

Mr. KosTOs. No, sir. They are outstandii]^ lawyers at the bar with 
private practices. 

Senator Morgan. You don't know particularly who he was? 

Mr. KosTOs. Yes, sir. 

Senator Morgan. Who was he ? 

Mr. KosTOs. Mr. Jenner of Chicago. 

Senator Morgan. Is he engaged in private practice ? 

Mr. KosTOs. YeSj indeed. He is an outstanding trial lawyer. I don't 
think he is a practitioner in the field of public contracts. 

Senator Morgan. Thank you very much, gentlemen. Your entire 
statement will be inserted into the record. 

[The statement follows :] 

Prepared Statement of Theodore M. Kostob, Chairman, Section of Public 
Contract Law, American Bar Association 

Mir. Chairman and Members of the Suboommittee : The American Bar Asso- 
ciation appreciates this opportunity to present this statement on the Vinson- 
TrammeU Naval Parity Act of 1934 (PubUc Law 73-135, 48 Stat. 505, as 
amended) (1934) which limits profits on contracts and subcontracts for com- 
plete naval vessels (and parts thereof) to 10 percent, and for complete military 
aircraft (and part thereof) to 12 percent, of the final contract prices. 

I am Theodore M. Kostos, Chairman of the ABA's Public Contract Law 
Section, and I have been authorized to present the ABA's views on this impor- 
tant legislation. 

With me today are David L. Hirsch, Senior Corporation Counsel of Norris 
Industries, Inc., who is a Council Member of the Section, and O. S. Hiestand 
of the law firm of Morgan, Lewis & Bockius, who is Chairman Elect of the 
Section. 

The views presented to you today are a distillation of an effort that has 
spanned 6 years and includes the input of large numbers of attorneys who 
pracice in the field of public contract law. 

This last February, the House of Delegates of the ABA adopted the following 
resolution : 

Be it resolved, That the American Bar Association favors the elimi- 
nation of the profit limitation provisions of the Vinson-Trammell Act, 
and does not favor the adoption of any similar authority for profit 
limitation during peacetime. 

The 1980 resolution passed by the Houae ot I>c\<eeBLV«& ^1 XSafc ks»wek»5eiss^N3^ 
part of a coDtinuatlon ot positionB taken by the lioxikSfc olTK^fe«^^«^ ^fiais^^sivv 

uigitizea oy ^.jvjkjwls^ 
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and is consistent with the position taken by the House of Delegates in August 
of 1978 through which the ABA urged ". . . the Congress of the United States 
not to renew the Renegotiation Act nor to provide any new similar authority 
for renegotiation during peacetime." 

Since many other witnesses who have gone before us have advised your Sub- 
committee of the reasons in favor of either repealing or amending the 46-year 
old statute, we thought that it would be significant today to advise you of 
some very early history regarding reasons for repeal and to suggest reasons 
why there is no need for any similar authority to limit profit during peacetime. 



EARLY EFFORTS TO REPEAL THE VINSON-TRAMMELL ACJT 

As you know, Ck)ngress has kept the Act in a suspended status for all but 9 of 
the last 46 years. 

1. One of the more recent reviews by the Congress, Pursuant to Public Law 86- 
89, as amended, the Joint Committee on Internal Revenue Taxation made a "full 
and complete study*' of the Renegotiation Act of 1951, as amended (H. Doc. No. 
S22, 87th Cong., 2d Sess.). That report states : 

The consensus among those who have directed themselves to this ques- 
tion is that the Vinson-Trananell and Merchant Marine Act provisions 
are not a desirable form of profit limitation. 

Perhaps the most important considerations cited in support of this position 
are that : 

(1) They impair contractors' incentives to efficiency and tend to bring 
about a cost-plus-percentage-of-cost type of contracting, with resulting in- 
creases in the price paid by the Government for its procurements ; 

(2) That they deter contractors subject to their provisions from entering 
into Government contracts ; 

(3) That they are discriminatory in that they apply only to a few of the 
many types of contractors engaged in Government contracting ; and 

(4) That any such uniform, flat rate profit limitations are too arbitrary 
and inflexible in that they do not take into account various factors which 
must necessarily be taken into account in determining proper levels of profit, 
(p. 46). (Emphasis added.) 

2. The early history of repeal. Of even greater interest is that in November, 
1945, Congressman Carl Vinson, Chairman of the House Naval Affairs Committee 
and father of the Vinson-Trammell Act, introduced a Bill, H.R 4622, to repeal 
the profit limitations provisions of the Vinson-Trammell Act. This bill was favor- 
ably supported by reports from the War, Navy and Treasury Departments but 
failed to receive any extensive consideration by the 79th Congress. 

Subsequently, a new Bill, H.R. 3051, was introduced in the 80th Congress at the 
specific request of the Department of Navy, providing for the repeal of the Vinson- 
Trammell Act profit provisions. This Bill was favorably reported by the House 
Armed Services Committee unanimously on June 20, 1947, and was promptly 
passed by the House of Representatives. It was also favorably reported unani* 
mously from the Senate Committee on Armed Services on June 19, 1947, but was 
lost, much to all of our dismay here today, in the logjam of legislation at the end 
of that session of the Congress. A year later, the enactment of the Renegotiation 
Act in 1948 had the effect of making any further consideration of the Repeal Bill, 
H.R. 3051, at that particular time, entirely unnecessary because the area of ap- 
plication to the Vinson-Trammell Act, profit limitation clause, had been almost 
entirely eliminated. Enactment of legislation repealing the Vinson-Tranmiell Act 
provisions became of almost academic interest and no final Congressional action 
was taken on the Bill H.R. 3051. 

It is interesting to note in passing that a companion statute. Section 505(b) of 
the Merchant Marine Act, calling for a similar 10% profit limitation for the 
construction of merchant vessels was repealed by the Merchant Marine Act of 
1970. Public Law 91-469, M Stat. 1018, without much fanfare or hoopla. 

We have attached portions of letters lurging repeal from Robert P. Patterson 
Secretary of War to the Chairman of the Committee on Armed Services of the 
House of Representatives, dated May 27, 19-^7, and from John L. Sullivan, Acting 
Secretary of the Navy, to the Speaker of the House of Representatives dated 
March 20, 1947. 
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Hiese references from antiquity are of considerable interest. The Honorable 
John L. Sullivan, Acting Secretary of the Navy, states in his letter of March 20, 
1947: 

,The difficulties created by the Vinson-Trammell Act are by no means 
offset l^y any real limitation on pirofits as a result. As of the beginning of 
last year, less than $8 million excess profits were recaptured under the 
act, although $131 million of alleged costs were in fact disallowed by 
the Compensation Board. Further, because the act has narrowed comi)e- 
tltion very materially by discouraging contractors from dealing with the 
Navy, it may well be that the net result has been to increase costs to the 
Navy, 

In an earlier paragraph, Mr. Sullivan states : 

Of the greatest concern to the Navy Department is the danger that if 
the profit-limitation provisions of the Vinson-Trammell Act are retained 
there will be serious interference with peace-time procurement 

The Honorable Robert P. Patterson, Secretary of War, advised the Armed Serv- 
ices Ck>mmittee of the House of Representatives in his May 27, 1947 letter that : 

It is the opinion of the War Department that close pricing and restruc- 
tion of profits to reasonable amounts can best be achieved under a nego- 
tiated contract by the utilization of this acquired pricing experience. 
Furthermore, the interests of the Government would be adequately pro- 
tected by the use of price redetermination clauses authorized by this 
law in such contracts, to assure that no undue profit would be realized 
by the contractors involved. [Emphasis added.] 

The reference to ". . . this law . . ."in the above-mentioned paragraph deals 
with H.R. 1366 which became the Armed Services Procurement Act of 1947, 10 
U.S.G. 2301 through 2314. It is of considerable significance that price redetemdn- 
ation clauses authorized by the Armed Services Procurement Act of 1947 and 
considered by Secrtary Robert P. Patterson as significant tools for profit lim- 
itation, are still available to the Department of Defense in 1980. 

The infirmities of the 1934 Vinson-Trammell Act, particularly in peace time, 
were obviously apparent in 1947 to both the War and Navy Departments and, 
of course, to Representative Carl Vinson himself. Were it not for the interven- 
tion of the Renegotiation Act of 1948 with the suspension of the Vinson-Trammell 
Act, the 46-year old statute would long since have been repealed. 

II 

THESE IS NO NEED FOB PBOFIT LIMITATION DURING PEACETIME 

It is well known that the various profit limitations statutes have been passed 
by the Congress either in times of preparation for war or during a declared 
war. In the event of a national emergency, there is never time enough to properly 
award the large numbers of Government contracts to private industry using 
the various legislative and regulatory tools which we call "good procurement 
practice". 

During peace time when there is adequate time to properly award contracts 
to private industry, the need for legislation to limit profits, as is found in the 
public utilities industry, is certainly not evident. In the public utilities indus- 
tries, profit is not only limited but it is also guaranteed. In defense contracting 
and public contracting in general profits certainly are not guaranteed to con- 
tractors by the United States Government 

As you are aware, there has been testimony suggesting there may be a need 
for profit limitation legislation in connection with "sole source" contracts. In 
our view such a need has not been demonstrated, and a decision to impose profit 
limitation with respect to non-competitive awards would be counter productive. 
Tlie existence of such a limitation could lessen the efforts to improve competi- 
tion and lead to more use of "sole source" awards. 

In our view there are adequate techniques and contracting methods to protect 
against any significant excessive profits under sole source contracts. 

As already explained by others to this Subcommittee, Public I^w 87-653 
entitled 'Truth in Negotiations" requires the contractor to provide complete. 
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accurate and current factual information to the Government negotiator; and 
subjects the contractor to a prior reduction and other penalties if such informa- 
tion is "defective." In addition, DOD sole source contracts are negotiated after 
a thorough and complete audit is performed by the Defense Contract Audit 
Agency. Quite often the audit agency has a recorded history of performance by 
the same contractor manufacturing the same product over time. As well as 
audit assistance, the contract negotiator has the assistance of technical experts 
from the various agencies which can advise him on the technical aspects of 
the contract. The negotiator is also assisted by a price analyst from his own 
agency who will review the materials produced by his technical experts and by 
the Defense Contract Audit Agency in order to provide the contract negotiator 
with the best information regarding price and profit before the negotiations 
commence with the contractor. 

When DOD, or any agency, is faced with a need to make an initial award 
on a non-competitive basis, there are techniques that can be used to eliminate 
the possibility of excessive profit. Defense Acquisition Regulations (DAB) pro- 
vide the following techniques which can be used by a contract negotiator when 
he or she suspects that there may be excessive profits earned in a specific sole 
source award. 

1. A letter contract can be awarded. The contract is first awarded, with or 
without a ceiling, and the price and terms are negotiated later after complete 
audit. If the contractor and the Government are unable to agree on the price 
then the price disagreement becomes a dispute which is heard by the Armed 
Services Board of Contract Appeals or the Court of Claims and the price is 
established by a judge. It should be pointed out that the contractor is usually 
well into production on the contract before the price is ever established. 

2. Price redetermination clauses. The DAR provides a number of clauses 
which can be inserted in a contract which require that the entire contract be 
repriced. At that point, any excessive profit can be eliminated by the Depart- 
ment of Defense and if there is a disagreement, again the disagreement can be 
handled under the Disputes Clause of the contract before the Armed Services 
Board of Contract Appeals or the Court of Claims. 

It should be noted that we previously indicated that Mr. Robert P. Patterson, 
Secretary of War, stated to the Chairman of the House Armed Services Com- 
mittee of the House of Representatives on May 27, 1947 that price redetermina- 
tion clauses would assure the Government that no undue profit would be realized 
by contractors involved. We realize that these clauses have been little used 
since the Korean War but clearly they are available for use in the rare situa- 
tions where the Government believes that excessive profits might be earned on 
a negotiated sole source award. 

3. Fixed price incentive contracts. The Government has used numerous types 
of fixed price incentive contracts where ceilings are set on the total value of the 
contract and the Government and the contractor share any reduction in costs 
or any increase in costs. These fixed price incentive contracts have even in- 
cluded specific limitations on the amount of profit that a contractor can earn. 

4. Coat-type contracts. If all else fails, then the contract negotiator can always 
award a cost-type contract with a fixed fee. The amount of the profit need never 
be increased once the negotiated fee is fixed. As you know, the maximum fee 
permitted to be negotiated is already fixed by statute.* 

A profit limitation provision enacted by Congress, we believe, would be a dis- 
incentive to the Government contract negotiators and their staff when attempt- 
ing to negotiate the best price for the Government. The negotiators could always 
fall back on whatever limitations the Congress has determined to be required 
and use the legislation as a crutch rather than use good business judgment and 
the various procurement methods available to negotiate the best possible price 
for the Government 

The ABA urges this Subcommittee not to recommend new profit limitation 
legislation where there is no evidence that legislation is required. 

Thank you, Mr. Chairman, for this opportunity to present the position of the 
ABA. We will be glad to discuss any questions you may have now or with the 
Subcommittee Staff at a later date. 



^ 10 U.S.C. 2306(d). The maximum fees are fifteen percent (15%) of the estimated cost 
of the contract, not including fees, for research and development contracts, six percent 
(6%) for architectural or engineering services and ten percent (10%) for all other cost- 
plus-a-flzed fee contracts. 
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Wab Depabtment, 
Washington, D.C., May 27, 1947. 
Hon. Walter 6. Andrews, 
Chairman, ComnUttee on Armed Services, 
House of Representatives, 
Washington, D.C. 

Dear Mr. Andrews : The War Department favors the enactment of H.R. 3061, 
a biU to amend the act of July 19, 1940 (54 Stat. 780, 34 U.S.C. 495a), and to 
amend section 2 and to repeal the profit-limitation and certain other limiting pro- 
visions of the act of March 27, 1934 (48 Stat. 503, 34 U.S.C. 495), as amended, 
r^ating to the construction of vessels and aircraft, known as the Vlnson- 
Trammell Act, and for other purposes. 

The War Department is particularly concerned with the repeal of the profit- 
limitation provisions contained in the Vinson-Trammell Act, which provisions 
were made applicable to Army aircraft by section 14 of the act of April 3, 1939. 

* * ***** 

The percentage of profit allowed under the act is based on actual costs. This 
type of arrangement has inherent in it all of the evils of the cost-plus-a- 
percentage^f-cost type contract. It places no premium on efficient and economic 
production. 

The profit-limitation provisions of the act single out two industries, shipbuild- 
ing and aircraft, as the subject of special restrictions. While the prime contrac- 
tors in these fields might have no choice but to accept these restrictions, it is 
likely that many of their potential subcontractors (to whom the same profit limi- 
tations would apply under the act) would have a choice and would decide to 
produce materials or render services for other industries to which these profit 
limitations did not apply. 

At the time this legislation limiting profits was made applicable to aircraft 
procured by the War Department, a program for the acquisition of quantities of 
aircraft far exceeding those theretofore authorized at any one time was in 
contemplation. In addition, the current technique of price analysis and of pric- 
ing on behalf of the War Department had not developed to its present stage and 
legislation at that time was considered essential for the purpose of protecting 
the Government against the payment of inflated prices for aircraft. During the 
past 5 years, however, pricing experience in connection with negotiated con- 
tracts on the part of Government personnel has been attained to a considerable 
degree. Assuming that H.R. 1306, the Army-Navy procurement bill, which has 
already passed the House of Representatives, is enacted into law, it is likely 
that many contracts for the construction of aircraft will be negotiated under this 
law. It is the opinion of the War Dei>artment that close pricing and restriction 
of profits to reasonable amounts can best be achieved under a negotiated con- 
tract by the utilization of this acquired pricing experience. Furthermore, the 
interests of the Government would be adequately protected by the use of price 
predetermination clauses authorized by this law in such contracts, to assure that 
no undue profit would be realized by the contractors involved. 

* * ***** 

Sincerely yours, 

(Signed) Rorert P. Patterson, 

Secretary of War. 



Navy Department, 
Washington, D.C, March 20, 1947. 

Hon. Joseph W. Martin, Jr., 
Speaker of the House of Representatives, 
Washington, D.C. 

Mt Dear Mr. Speakes: There is transmitted herewith a draft of a proposed 
bill to amend the act of July 19, 1940 (^ Stat. 780, 34 U.S.C. 495a), and to amend 
section 2 and to repeal the profit-limitation and certain other limiting provisions 
-of the act of March 27, 1934 (48 Stat. 503, 34 U.S.C. 495), as amended, relating to 
the construction of vessels and aircraft, known as the Vinson-Trammell Act, and 
for other purposes. 

^ ^ ^ ^ ^ • • 

It should be noted here that the existing profit-limitation provisions of the 
Vinson-Trammell Act apply only to ship-building and aircraft manufacturhiiL 
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industries. Manufacturing enterprises unrelated to these two industries are not 
subject to such limitations; hence, an unjustified discrimination against tiiese 
two major industries exists. Moreover, rigorous enforcement of the profit limita- 
tions requires complicated and costly bookkeeping by contractors and subcon- 
tractors and the maintenance by the Government of a large additional number 
of auditors and examiners. Problems as to the commercial overhead necessitate 
an audit of all the commercial work performed by a contractor. 

^ ^ • • • • • 

Of the greatest concern to the Navy Department is the danger that if the profit- 
limitation provisions of the Vinson-Trammell Act are retained there will be 
serious interference with peacetime procurement. The fact that the shipbuilding 
and aircraft manufacturing industries are singled out may tend to discourage 
producers from entering these two fields in the Navy's interest. The burden of 
bookkeeping thrust upon the contractor and subcontractor has, in the past, made 
them reluctant to enter into contracts or subcontracts with the Navy. This danger 
is especially acute in such fields as aeronautics and ship components where there 
is a large civilian outlet for such products and it is apparent that such contractors 
will prefer to deal exclusively in civilian fields which are free from the burdens 
of the profit-limitation provisions imposed by existing law. 

it is particularly important to note that the profit-limitation provisions adopt 
a fiat percentage limitation as the means of Control. This is not an appropriate or 
successful technique for limiting profits as it takes no account of the amount 
of invested capital which must be carried by a particular contractor not of the 
fact that in different lines of business the same volume of sales may require 
widely different amounts of capital. A i)ercentage limitation does not allow ap- 
propriate consideration to be given to the nature of the articles purchased, the 
difficulties of producing them, or the number bought. Control by a percentage of 
the contract price is dangerous because an allowable increase in the contract price 
provides a larger allowed net profit, so that the contractor and subcontractor are 
provided with statutory incentive to inflate the contract price. The June ld40 
amendment to the Vinson-Trammell Act, provided a serious temptation for con- 
tractors and subcontractors to inflate both their contract price and their actual 
costs of performance. No stimulus was afforded such contractors for savings in 
costs, but under the June 1940 amendment, the contrary was true. In some re- 
spects, the profit-limitation provisions reduce all contracts to a cost-plus-percent- 
age-of-cost basis — a mode of contracting long since recognized as undesirable. 



The fcUfficulties created by the Vinson-Trammell Act are by no means offset by 
any real limitation on profits as a result. As of the beginning of last year, less 
than $28 million excess profits were recaptured under the act, although $131 mil- 
lion of alleged costs were in fact disallowed by the Compensation Board. Fiirther, 
because the act has narrowed competition very materially by discouraging con- 
tractors from dealing with the Navy, it may well be that the net result has been 
to increase costs to the Navy. 

One of the aims of the Vinson-Trammell Act was to establish a yardstick for 
the aircraft industry at a time when that industry was undergoing tremendous 
expansion. The industry has now reached such a stage of competitive develop- 
ment and has acquired such knowledge concerning the costs involved, that the 
maintenance of a naval yardstick is no longer necessary. Competition between 
various private ptonts will tend to result in economy of Government procurement 
* * * * * * * 

Sincerely yours, 

John L. Sullitait, 
Acting Secretary of the Na/vp. 

Senator Morgan. Our next witness is Mr. William H. Smith, 
corporate director of contracts, Newport News Shipbuilding & Dry- 
dock Co., Newport News. 

Would you identify for the record the gentleman accompanying 
you? 
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STATEMENT OP WILLIAM H. SMITH, COSFOBATE DIBECTOB OP 
CONTBACTS, NEWPOBT NEWS SHIFBUILDINO & DBTDOCK CO., 
NEWPOBT NEWS, VA.; ACCOMPANIED BT CHABLES T. MICHAEL- 
IAN, ACCOUNTINO, NEWPOBT NEWS SHIPBUILDINO & DBTDOCK 
CO. 

Mr. Smith. Mr. Chadrmaii, I have with me Charles T. Michaelian, 
of Newport News Shipbuilding & Drydock Co. 

Mr. Chairman, I am pleased to present the views of Newport News 
Shipbuilding on Senate bill 1687 and related legislation concerning 
profit limitations in defense contracting. I request that the entire 
presentation be admitted as part of the mmutes and I will paraphrase. 

Senator Morgan. We will make your entire statement a part of the 
record. Feel free to proceed in any way you like. 

[The prepared statement of Mr. Smith follows :] 

Pbepabed Statemeivt of William H. Smith, Nbwfobt News Shipbuilding & 

Dbtdook Ck). 

Mr. Chairman and members of the committee, my name is WiUiam H. Smith 
and I am the corporate director of contracts for Newport News Shipbuilding & 
Drydock Co. 

I am pleased to present the views of Ne\f^K)rt News Shipbuilding on Sen- 
ate biU S. 168/ and related legislation concerning profit limitations in defense 
contracting. 

Mr. Chairman, Newport News strongly advocates the repeal of the Vinson- 
TrammeU Act. I wiU enumerate our reasons. 

1. The Vinson-TrammeU Act is the product of a different defense procurement 
era. 

2. The act is limited in its application only to new naval vessels and military 
aircraft. 

3. The need for profit limits on defense contracting during periods of peace has 
not been established. 

4. Profit limits have a very negative effect on the defense industrial supply base. 

5. Profit limits encourage inefliciency. 
Let me expand on these. 

Procurement conditions have greatly change since 1934. 

A. The Government has full access to contractor cost data on all negotiated 
contracts over $100,000. If on audit, the cost data which was the basis of con- 
tract price is found deficient, the Covemment can recoup any resulting increase 
in the price (Public Law 87-653— Truth in Negotiations). 

B. The Defense Contract Audit Agency (DCAA) performs pre-award and post- 
award audits covering the contractor's actual costs and effectiveness of overall 
management and operations. They in essence have the power to disallow and 
thereby not reimburse the contractor for costs considered by the DCAA as 
unreasonable. 

C. Prior to contracting the contracting ofOcer is required to file a detailed plan 
of the profit negotiations. The profits allowed are related to the audited cost 
estimates and other factors relative to the contractor's investment and risk. 

D. Although cost accounting standards do not establish profit, their required 
use on major contracts by a contractor insures that the €rOvemment may recover 
increased costs if there is a deviation from the contractor's consistent applica- 
tion of his disclosed accounting practices. 

E. All contracts in excess of $10,000, except those resulting from formal ad- 
vertising, provide for examination of records by the controller general 

F. Government representatives are located at most large contractor f^dlitiea 
to insure proper fulfillment of contract terms and conditions. 

G. Government representatives are better educated in contracting practices 
today. 

The act is limited in its application to new naval vessels and military aircraft. 
It doesn't make sense to apply a profit limitation to just these two products and 
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have no limitation on the vast amount of otlier defense and space procurement 
That inequity, although unfair in itself, is compounded by permitting a hi^er 
profit for military aircraft than for naval ships. 

The need for proUt limitations on aefen^e procurement in times of peace has 
not been proven. In fact, the necessity for profits as a motivator for effective 
and economical contract performance has been the cornerstone of the Depart- 
ment of Defense profit policy. Profits are the simplest and least expensive stim- 
ulus to efficiency, investment, competition and innovation. Arbitrary profit limits 
destroy this stimulus and, in the end, increase costs and reduce the industrial 
defense mobilization base by driving the efficient contractor away from defense 
business. The Joint Economic Committee in its 1980 annual report states "♦ ♦ ♦ 
steady economic growth • • • created by productivity gains and accompanied 
by a stable fiscal policy and a gradual reauetion in the growth of the money 
supply over a period of years * • * can reduce infiation significantly during the 
lOSO^s without increasing unemployment. To achieve this goal, the committee 
recommends a comprehensive set of policies designed to enhance the productive 
side ♦ ♦ ♦ the supply side of the economy." The productive side cannot be en- 
hanced without suitable rewards for efficiency. Profits provide this reward. 

Profit limitations have a detrimental effect on the defense industrial supply 
base. 

Profits on new naval ship construction historically have been a great deal 
less tijan the Vinson-Trammell limit of 10 percent Our concern, however, is for 
its impact on our suppliers and their profitability. It is the profitability of our 
suppliers that creates greater competition and that results ultimately in lower 
overall costs. Profits lure new competitors, new concepts and new capital by re- 
warding those who effectively use their resources. Our success depends on the 
success of our suppliers at any level. The harmful effects of Vinson-Trammell 
permeate to the lowest level subcontractor with a $10,000 limit. 

Newport News must compete with a suppliers* commercial customers and other 
defense customers either not subject to the act or subject to a higher limit. 
A supplier may have a choice of selling a pump for a naval vessel at 10 percent 
profit or for a commercial tanker for a much greater profit and less adminis- 
trative burden. If we are not able to secure the materials at the appropriate time 
for the orderly construction of a vessel, delays result that increase costs. If 
we are unable to purchase the necessary material because the supplier refuses to 
accept the Vinson-Trammell contract clause, the increased costs of finding and 
developing alternate sources of supply only add cost to the new ship, not im- 
proved capability. To burden our suppliers with additional paperwork and the 
threat of Internal Revenue Service audit can only work to the detriment of 
the naval ship construction program. 

When you can earn in excess of 15 percent on certificates of deposits and 
other savings devices, it seems inappropriate to continue the 1934 limit of 10 
percent 

Profit limits have historically rewarded the inefficient contractor while punish- 
ing the efficient one. 

Newport News Shipbuilding has spent considerable time and effort on the 
proposed implementation of the Vinson-Trammell Act over the past 4 years. We 
conclude that the act is incapable of effective implementation and has no place 
in the current defense procurement process. 

We support the repeal of the Vinson-Trammell Act and urge you to take early 
action b^ore it adversely affects our sources of supply which are already over- 
burdened with procurement regulations. 

Alternative legislation to impose profit limits have been introduced. We can- 
not support these bills. The so-called Patterson Bill (H.R. 5433) suffers from 
much the same problems of the Vinson-Trammell Act, only applied to a greater 
range of articles for the national defense. 

This bill has no statutory definition of profit but leaves that to the Depart- 
ment of Defense. Leaving this crucial definition to the regulating agency can 
result in limitations beyond those envisioned in the statute. For instance, using 
the defense acquisition regulations to measure the cost of contract performance 
would overstate profits by at least 2 percent because certain costs, although 
legitimate business expenses are not reimbursable for Government contracts. 

The bill applies to noncompetitive contracts. There are a great many non- 
competitive contracts that are negotiated only after considerable discussion 
between the contractor and the Government 
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Newport News is alloted submarine overhaul and nuclear refueling contracts 
by the Navy as part of the regular program for submarine readiness. We have 
been successful in underrunning the target costs and thereby realizing increased 
profits on some of these contracts. However, the total cost to the Navy has been 
less, excluding inflation, than the cost when the contracts were competitively bid. 
Newport News theoretically could earn 15 percent on these contracts, depending 
on the definition of profit, and, even though the Navy received a better value, 
be forced to refund some of the profit. By increasing the costs and overrunning 
the target, we would keep the entire price though the cost to the Navy would 
be higher. This is the insidious nature of profit limits which reward the con- 
tractor for cost overruns. 

Ck>ntractors doing business with the Government under contracts of $5 mil- 
lion or more are usually repeat vendors to the Government. If in our example 
of the submarine overhaul and nuclear refueling contract, Newport News 
realizes a profit more than the Navy estimated, on the following contract the 
negotiations of target costs would be much more difficult for the contractor. 
This has been our experience. A higher profit realized by the contractor on one 
contract is usually made up on the next to the benefit of the Navy. 

And most importantly, this bill also applies only to individual contracts with- 
out the benefit of offset. If one contract results in a loss and another contract in 
a profit in excess of 15 percent, the contractor must refund the excess even if 
the net of the two contracts is an overall loss. 

The Naval ship construction contracts that we have negotiated, and some were 
sole source, have not indicated a problem with high profits. I cannot predict what 
shortages these profit limits will create in our supply sources, but it is unwise to 
apply widespread limits to all defense procurement if the source of the Depart- 
ment of Defense concern is with only a single or a few sole source suppliers. 
Repeal Yinson-Trammell. If a inroven need arises, attack that problem. 

One final thought. There are many burdens on Government contractors. Another 
bill currently in the Senate would make an inadvertent mistake in certification 
or reporting requirements the basis for civil fraud damages. Let's not add the 
Vinson-Trammell as a source for litigious actions. 

Newport News is the only shipyard currently constructing nuclear-powered 
aircraft carriers and cruisers, and shares the submarine construction with one 
other shipyard. The record of the excellent performance of Newport News-built 
ships is unexcelled by any shipyard, private or Government owned. 

Newport News will continue to serve this Nation by developing better, faster, 
more reliable and economical construction methods to supply outstanding ships 
to the U.S. Navy on a timely basis. But we will need legislative help to do it. 

Again, we thank you for the opportunity to present our views and I will be 
pleased to answer any questions. 

Mr. Smith. Mr. Chairman, Newport News strongly advocates the 
repeal of the Vinson-Trammell Act. I will enumerate our reasons. 

The Vinson-Trammell Act is the product of a different defense pro- 
curement era. The act is limited in its application only to naval vessels 
and military aircraft. The need for profit limits on defense contracting 
during periods of peace has not been established. Profit limits have a 
very negative effect on the defense industry supply base. Profit limits 
encourage inefficiency. 

Let me expand on these. Procurement conditions have greatly 
changed since 1934. We have the Truth in Negotiations Act. We have 
preaward and postaward audits from the Defense Contract Audit 
Agency, and we have uniform cost accounting standards with which 
we must comply. 

The act is limited in its application to naval vessels and military 
aircraft. It doesn't make sense to apply a profit limitation to just these 
two products and have no limitation on the vast amount of other de- 
fense and space procurement. That inequity, although unfair in itself, 
is compounded by permitting a higher profit on military aircraft than 
for naval ships. 
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The need for profit limitations on defense procurement in times of 
peace has not been proven. In fact, the necessity for profits as a motiva- 
tor for effective and economical contract performance has been the 
cornerstone of the Department of Defense profit policy. 

Profits are the simplest and least expensive stimulus to efficiency, 
investment, competition, and innovation. Arbitrary profit limits de- 
stroy this stimulus and, in the end, increase cost and reduce the indus- 
trial defense mobilization base by driving the efficient contractor away 
from the defense business. Profit limitations have a detrimental effect 
on the defense industrial supply base. Profits on new naval ship con- 
struction historically have been a great deal less than the Vinson- 
Trammell limit of 10 percent. 

Our concern, however, is for its impact on our suppliers and their 
profitability. It is the profitability of our suppliers that creates greater 
competition and that results ultimately in lower overall costs. Profits 
lure new competitors, new concepts, and new capital by rewarding 
those who effectively use their resources. Our success depends on the 
success of our suppliers at any level. The harmful effects of Vinson- 
Trammell permeate to the lowest level subcontractor with a $10,000 
limit. 

Profit limits have historically rewarded the inefficient contractor 
while punishing the efficient one. A specific example. 

A few years ago we had competition in the overhaul and refueling 
of nuclear submarines. In a single announcement of contract award, 
our competitor received a contract for $50 million, 10-percent profit, 
Newport News, $30 million, 10-percent profit, the same margin, the 
same scope of work. 

We support the repeal of the Vinson-Trammell Act, and urge you 
to take early action before it adversely affects our sources of supply 
which are already overburdened with procurement regulations. You 
may recall from the testimony from John Fluke Manufacturing Co., 
and I will quote, "In the event the Vinson-Trammell Act is fully imple- 
mented, we most assuredly will refuse such sales." John Fluke is a 
supplier to Newport News Shipbuilding, not only for the ships we 
construct but for the test programs and tne calibration of instruments 
used in the manufacture of ships. 

Alternative legislation to impose profit limits have been introduced. 
We cannot support these bills. The so-called Patterson bill suffers from 
much the same problems as the Vinson-Trammell Act, only applied 
to a greater range of articles for the national defense, at a limit which, 
we have already heard testimony, there is no evidence the larger con- 
tractors have exceeded, nor the current 10-percent limit of the Vinson- 
Trammell. 

This bill has no statutory definition of profits, but leaves that to the 
Department of Defense. 

Leaving this crucial definition to the regulating agency can result 
in limitations beyond those envisioned by the statute. For instance, 
using the defense acquisition regulations to measure the cost of con- 
tract performance would overstate profits by at least 2 percent because 
certain costs, although legitimate business expenses, are not reimbursa- 
ble for Government contracts. 
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Examples of those costs: Interest and financing costs; advertising 
and contributions. 

The bill applies to noncompetitive contracts. There are a great many 
noncompetitive contracts that are negotiated based upon historical 
costs. In most contracts that are negotiated, much more time is spent 
on the cost of previous or similar products than the risk involved in 
the new procurement. Most importantly, this bill also applies only to 
individual contracts without the benefit of offset. If one contract re- 
sults in a loss and another contract in a profit in excess of 15 percent, 
the contractor must refund the excess even if the net of the two con- 
tracts is an overall loss. The naval ship construction contracts which 
we have negotiated — and some were sole source — ^have not indicated 
a problem with high profits. 

I cannot predict what shorta^ these profit limits will create in 
our supply sources, but it is unwise to apply widespread limits to all 
defense procurement, if the source of the Department of Defense 
concern is with only a few sole source suppliers. Eepeal the Vinson- 
Trammell. If a proven need arises, attack that problem. 

Newport News is the only shipyard currently constructing nuclear 
powered aircraft carriers and cruisers and shares the submarine con- 
struction with one other shipyard. 

The record of the excellent performance of Newport News-built 
ships is imexcelled by any shipyard, private or Government owned. 
Newport News will continue to serve this Nation by developing better, 
faster, more reliable and economical construction methods to supply 
outstanding ships to the U.S. Navy on a timely basis, but we will need 
legislative help to do it. 

Again, we thank you for the opportimity to present our views, and 
I will be pleased to respond to questions. 

Senator Morgan. I think you have answered most of the questions 
in your presentation, but for the record, will you tell us the types of 
ship Newport News has built during the last few years and whether 
or not they were competitive or sole source contracts? 

Mr. Smtth. During the decade of the seventies, Newport News de- 
livered 14 nuclear powered ships to the Navy, 7 submarines all bid 
competitively, 5 nuclear cruisers, and 2 aircraft carriers, sole source 
procurement. 

Senator Morgan. How many of those contracts, or at least how many 
of the more recent contracts were there, or on any of those contracts 
did you exceed the profit limitations now in the Vinson-Trammell 
Act? 

Mr. Smpth. We did not exceed any of those profit limitations. 

Senator Morgan. You would be happy to buUd them at that profit 
level? 

Mr. Smtth. We would be happy to build them at that level. 

Senator Morgan. How do you estimate the administrative cost of 
compliance with Vinson-Trammell ? 

Mr. Smpth. It would probably be the equivalent of two full-time 
analysts. The administrative costs on our suppliers would be tre- 
mendous, because Vinson-Trammell does not stop with the first tier 
subcontractor. If we had a special steel ingot produced by a steel mill 
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that we brought into our foundry and it was made into finished prod- 
ucts, we would have to determine whether the end product went on 
board a naval ship or commercial ship. It would be almost impossible 
to administer the Vinson-Trammell as written. 

Senator Morgan. One other question. I think you and I have already 
talked about it, and you have heard the discussions earlier about the 
legislative schedule this year and the difficulty of enacting final leg- 
islation. I assume you would favor suspension retroactive back to the 
date it became effective and just some reasonable time next year. 

Mr. Smith. The position of Newport News clearly, as I stated, is, 
we think the act should be repealed. 

However, as you explained to me the difficulty in obtaining this re- 
peal in the current session of Congress, we would support your pro- 
posal to suspend Vinson-Trammell to some time in the future. 

Senator Morgan. Thank you very much. I believe you have covered 
most of the questions I had in your statement, and we appreciate your 
coming and being patient. I will see you back home. I have a few 
questions from Senator Humphrey for you to answer for the record. 

Mr. Smith. Thank you. We will supply the answers to Senator 
Humphrey's questions. 

[Questions submitted by Senator Humphrey follow :] 

Senator Humphrey. It is my belief that if we were to leave Vinson-Trammell 
in place, the bureaucracy required to implement it would outweigh the benefits 
in terms of excess profits returned to the government. Do any of the proposals 
before the Congress in your judgment have enough benefit to outweigh the costs 
of the bureaucracy enforcing them, and your own industry's cost of complying? 

Answer. I certainly agree that the implementation of Vinson-Trammell would 
be extremely costly to the defense of this country. As I testified, the fulfillment 
of our prime contractor responsibilities in timely construction and delivery of 
quality naval vessels depends on a strong base of suppliers. Profit limits of 10 
percent on all supplies, even commercial articles, for more than $10,000 would 
force many of these vital suppliers to forego defense business. In fact, the John 
Fluke Co., who is one of our suppliers, expressed that warning to your sub- 
committee. 

As to the alternatives now before Congress, the costs to the defense program 
would again outweigh any so-called benefits. First, there has been no proven 
need for profit limiting legislation in peacetime. The General Accounting Office 
suggests a profit limiting statute "that would become operative during a period 
of national emergency*'. The Department of Defense has not Identified any nego- 
tiated contracts that indicated profits in excess of their suggested 15 percent 
limit. Second, there is no benefit to the United States in a shrinking defense 
industrial base. Applying broad profit limits costs the taxpayers in infiated costs 
of defense procurement by eliminating competition and subsidizing inefficient 
contractors. The opportunity for higher profits encourages greater competition, 
with the taxpayer being the ultimate beneficiary. I, therefore, believe that none 
of the proposals for profit limitations are beneficial to the taxpayers in peacetime 
but rather are exceedingly costly. 

Senator Humphrey. Another argument for some limitation is that it would 
deter excess profits by the defense industry. In your judgment, would any benefit 
of deterrence value of any of these alternatives be worth the cost of enforcement 
and compliance? 

Answer. In my judgment all profit limiting legislation in peacetime is unwar- 
ranted and harmful to the defense program. The low productivity today cries 
out for greater contractor efficiency. Profit rewards are incentives for efficient 
contractor performance and encourage greater productivity. 

As I indicated in my statement, even though many of our contracts are nego- 
tiated sole-source, it is difficult to obtain even a reasonable profit in negotiations. 
The government has a built in profit deterrent in that most of the large defense 
contractors are repeat vendors. The government's use of historical cost, truth in 
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negotiations, and audit before and after awards make it exceedingly unlikely 
to realize windfall profits. If the Department of Defense can identify recent 
major contracts where they had to pay high profits because of limited suppliers, 
then attack those incidents and do not burden all the defense community. 

I appreciate your asking these questions. I am an ardent supporter of a strong 
defense industry providing the best weapons at reasonable costs to the taxpayers. 
It concerns me that the defense industry is singled out for limitations of profits 
that do not apply to other government procurement. Please let me know if I may 
be of further service. 

Senator Morgan. Mr. Paladino, the senior vice president and treas- 
urer, Grumman Aerospace Corp. 

STATEMENT OP GAEL A. PALADINO, SENIOB VICE PBESIDENT AND 
TEEASUEEB, GEUMMAN AEEOSPACE COEP. 

Mr. Paladino. Mr. chairman and members of the subcommittee, 
1 am Carl Paladino, senior vice president and treasurer of Grumman 
Aerospace Corp., a subsidiary of Grumman Corp., Bethpage, N.Y. 

Grumman Aerospace Corp. is engaged principally in the desi^, 
development, and manufacture of military aircraft, commercial air- 
craft, and spacecraft. 

I am pleased to be here to urge the repeal of the Vinson-Trammell 
Act of 1934. Thus, I fully support S. 1687, introduced by Senator 
Cranston and Senator Lugar in the 96th Congress to repeal this act 
which is now obsolete. 

Since there has been considerable previous testimony on the back- 
ground of the act, I will not cover that ground again. Bather, I will 
spell out the facts which call for the prompt repeal of Vinson- 
Trammell. 

One: Government protective measures against excess profits are 
already in place. Since the end of the Second World War, the defense 
procurement system has undergone dramatic change. There has been 
an ever-increasing effectiveness through new legislation, organization, 
regulation, and analytical techniques. Principal legislative changes 
have been Public Law 87-653, Truth in Negotiations, and Public Law 
91-379, Cost Accoimting Standards. 

Increases and changes in organization include the establishment of 
the Defense Contract Audit Agency — DCAA — ^the Defense Contract 
Administration Service — ^DCAS — ^and the service plant cognizance 
program. The Defense Acquisition Eegulation, issued and continually 
updated by DOD, provides for guidance and regulations throughout 
the entire procurement process including actual mcorporation oi per- 
tinent sections in contracts to suppliers. 

Thus under present conditions where competition is not feasible, 
contractors must prepare their proposal in conformity with the way 
actual costs will be recorded, certify as to the accuracy, completeness, 
and currency of the price and pertinent data, submit to Government 
review, Government audit, and negotiation before the contract is 
awarded. 

After the award is made, the Government, by virtue of Public Law 
87-653, can come back and review all costs and all other related data. 
If the contractor's data was inaccurate, incomplete, or noncurrent, 
the Government is entitled to a refund. This ability of the Govem- 
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ment to relook after contract award and performance and receive a 
refund is simply "Renegotiation" under a different name and law. 

Senator Morgan. Mr. Paladino, let me interrupt you just a moment 
there. You lost me and yet you struck an interesting note. Would you 
tell me again, are you saying that under the present law this can be 
done? 

Mr. Paladino. This is what is happening under present law today, 
sir. 

Senator Morgan. All right. Go ahead. I will read it later. It is an 
interesting point. 

Mr. Paladino. The capability of the Department of Defense to 
evaluate contractor proposals and to negotiate contract prices has, in 
fact, resulted overall in inadequate profits. This is clearly evidenced 
by numerous studies on defense industry profits. One specific DOD 
profit study called "Profit, '76," indicated an average pretax return 
on defense sales of 3.7 percent for aircraft and 0.6 percent for naval 



The second reason for repeal is, further attempts to limit profits will 
be counterproductive. The emphasis on minimizing profits rather than 
costs will have the same adverse impact on defense production as the 
Renegotiation Act. 

I telieve this point can be best made, by quoting from the DOD 
Defense Acquisition Regulation : 

3-808.1 PoUcy. (a) General. It is the policy of the Department of Defense to 
utilize profit to stimulate efficient contract performance. Profit generally is the 
basic motive of business enterprise. The Government and defense contractors 
should be concerned with harnessing this motive to work for more effective and 
economical contract performance. 

Negotiation of very low profits, the use of historical averages, or the automatic! 
appUcation of a predetermined percentage to the total estimated cost of a product 
does not provide the motivation to accomplish such performance. Furthermore, 
low average profit rates on defense contracts overall are detrimental to the pubUc 
interest. Effective national defense in a free enterprise economy requires that 
the best industrial capabiUties be attracted to defense contracts. 

These capabilities will be driven away from the defense market if defense 
contracts are characterized by low profit opportunities. Consequently, negotia- 
tions aimed merely at reducing prices by reducing profits, with no realization of 
the function of profit cannot be condoned. 

For each contract in which profit is negotiated as a separate element of the 
contract price, the aim of negotiation should be to employ the profit motive so as ' 
to impel effective contract performance by which overall costs are econ(Mnically 
controlled. 

To this end, the profit objective must be fitted to the circumstances of the par- 
ticular procurement, giving due weight to each of the effort, risk, facilities invest- 
ment, and special factors set forth in this 3-808. This will result in a wider range 
of profits which, in many cases, will be significantly higher than previous norms. 

One further note, I believe, is appropriate. The imposition of more 
Government regulation can only work toward reducing productivity 
and increasing costs in an industrj'^ historically known for low 
profitability. 

The third reason for repeal is implementation of the Vinson-Tram- 
mell Act is impractical and uneconomical. This act, passed in 1934, 
suspended in 1951 for 25 years when the Renegotiation Act was in 
force, and technically operative with the termination of the Rene^tia- 
tion Act on September 30, 1976, has been rendered obsolete with the 
passage of time and events. 
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Defense Under Secretary Perry stated in a letter to IRS that DOD 
has concluded that ". • . the Vinson-Trammell Act is out of date and 
should be repealed." Under Secretary Perry placed particular stress 
on the paperwork burden and costs of compliance with the Vinson- 
Trammell Act — "over one million — estimated— individual contract re- 
ports will have to be filed annually pursuant to the Vinson-Trammell 
Act by more than 30,000 contractors." 

Jerome Kurtz, Commissioner of Internal Revenue, made those points 
clear to this subcommittee, adding that it is generally agreed the exist- 
ing Vinson-Trammell is "antiquated." He also said that administration 
of the act hj IRS could be costly, could require extensive training of 
IRS agents in new areas, and would result in the diversion of scarce 
tax administration resources to a nontax function. 

There have been estimates that if IRS does have to administer the 
act, as it exists, it would have to hire almost 1,500 new employees at 
a cost of roughly $35 million. Annual costs of administration and com- 
pliance would exceed $120 million. 

In considering possible alternatives, Mr. Kurtz expressed the hope 
that Congress "will seriously consider the costs of involving the IRS 
at all in the procurement area, diverting the service from its basic 
tax administration mission." 

As you know, the IRS has granted five extensions of the due date 
for the initial contractor filings under the Vinson-Trammell Act, the 
most recent one being to April 15, 1980. I understand it has oeen 
recently extended now to Otcober 15, 1980. 

It is fair to conclude that the obvious problems relating to admin- 
istration and enforcement of the Vinson-Trammell Act played a sig- 
nificant part in the granting of these extensions. 

Fourth, and last, implementation of the Vinson-Trammell Act will 
further erode the Nation's industrial base. The aerospace business 
community has experienced a sharp resurgence during the past 2 years 
due to the development and production of new generation commercial 
transports. Industrial production of aircraft and parts has grown 
over 40 percent since the end of 1977 as reported by the Federal Re- 
serve Board's statistics and now stands at the same level as in 1968. 
This flourish of new business has brought home to major airframe 
manufacturers the hard, cold fact that there has been a serious erosion 
of the supply base of aircraft materials and supplies. Following the 
significant declines in aircraft production levels in the early 1970's, 
many suppliers reacted by redirecting their products to commercial 
markets and the deep recession in 1975 saw many marginal small 
businesses close their aoors. 

Recent acceleration of demand has put stron*^ pressure on the re- 
maining limited suppliers of aircraft parts ana materials to choose, 
in some cases, between accepting orders for military versus commer- 
cial aircraft equipment. Since the military orders are generally for 
smaller quantities and require rigorous Government reflation and 
compliance with DAR and CAS, while commercial orders can span 
multiple years with no Government administrative requirements, it is 
not surprising that our suppliers, many of which are small and minor- 
ity businesses, are becoming more and more disenchanted with mili- 
tary subcontracts. 
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The Vinson-Trammell Act, with its requirement for filing of all 
contracts of $10,000 and over, would impact virtually every supplier 
of our military needs. Thus, implementation of the V inson-Trammell 
Act at this time would further aggrevate this situation and continue 
to drive small suppliers away from Government subcontracts. 

The act would mandate a ceiling on profits of 12 percent during a 
period when inflationary risks are at the highest point ever and when 
the effective cost of money, a nonallowable cost tor Government con- 
tracts, I might add, is running well over 20 percent. These economic 
realities, in combination with Vinson-Trammell, would simply over- 
whelm the financial capabilities of small business. It seems more ap- 
propriate that the Federal Government should be concentrating its 
efforts towards attracting more suppliers to our industry, not less, in 
order to insure adequate competition at all levels of subcontracting. 
Increased competition provides the most effective means of meeting 
our national defense needs at the lowest cost to taxpayers. 

In summary, unnecessary Government regulations will only reduce 
productivity and spur inflation in defense spending. Clearly, such 
regulations are not in the American taxpayer's interest. The Vinson- 
Trammell Act is a classic case of an outdated and unnecessary regu- 
lation whose time has come. The Cranston-Lugar bill, S. 1687, pro- 
vides the best, quickest and surest solution — repeal. 

I thank you, Mr. Chairman, for this opportunity to appear before 
this subcommittee. I would be happy to answer any questions. 

Senator Morgan. Thank you, Mr. Paladino. You have given a very 
comprehensive statement. As you know, the Vinson-Trammell Act 
covered ships and aircraft production. That obviously reflects the con- 
cern in years past that those two areas offered the greatest chances 
for excessive profits. 

What is the present profit picture in the major aerospace 
companies? 

Mr. Paladino. I would say generally speaking improved but still 
bleak. 

Senator Morgan. Is the level of 12 percent profit on sales in Vinson- 
Trammell likely to be breached by your company on major defense 
contracts? 

Mr. Paladino. I would say this, Senator. You have to understand 
that a 12-percent profit in the case of aircraft manufacturers does not 
provide for such necessary business expenses, the biggest one obviously 
being the cost of interest. These costs, defined as unallowable costs in 
government procurement, amount to 2 to 3 percent of sales. So auto- 
matically you have a three-point reduction, so you are already now 
talking approximately 9 percent. 

Now, in a recent survey conducted by Citibank, which encompassed 
41 manufacturers during the 1977-78 time frame, they found the aver- 
age manufacturing after tax profits for these 41 industries as a whole 
was something in excess of 5 percent. In the case of aerospace, which 
is a combination of military and commercial aircraft, it is something 
less than 5 percent. 

So, you can see by these statistics that we are trailing the major 
industries in the country. 

Senator Morgan. In other words, unless there is substantial im- 
provement in the picture of profits, all that the Vinson-Trammell Act 
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would do would be to cause you additional burden and expenses, and 
would not insure any benefit for the (Jovemment, 

Mr. Paladino. That is correct, sir. 

Senator Morgan. Why is it important whether the profit limitation 
system applies on a contract to contract basis rather than on an aggre- 
gate business basis? 

Mr. Paladino. Obviously, on a contract by contract basis it will 
create significantly more burden than on an aggregate basis in total 
in the fiscieil year. 

Senator Moboan. Well, let me pursue another line of questions and 
another thought. 

Assuming that Congress should decide that there should be some 
alternative to the Vinson-Trammell and that there should be an alter- 
native way of measuring profits which would be fair to the companies 
involved, is there a way that you would suggest ? It is a hard question 
when you favor repealing it, but I am saymg, if you can't have your 
way, what would you prefer? [Greneral laughter.] 

Mr. Paladino. What I would prefer is to go with what is already in 
place. As I indicated earlier in my testimony. Senator, there is more 
than adequate protection, legislation, and organization in place to 
protect the Government. There is the give and take of negotiation even 
m those sole source procurements, because in many instances I think it 
is important to note for the record that most of these are follow-on 
work, and there is a point that is missed that when there is follow-on 
work, the Government has total access to past historical cost informa- 
tion, and access to records. Therefore in many instances, I know, in 
speaking for our own company, Grumman, they have as much informa- 
tion or more than we do at the time of negotiation. 

Senator Morgan. Well, I think that is what someone, Mr. Roberts or 
someone told me would probably be the situation in my Time magitzine 
article on Boeing. 

Mr. Paladino. No question about it. 

Senator Morgan. We appreciate your coming, all of you who testi- 
fied. As you know, Mr. Roberts is the chief counsel. He has given me 
a lot of questions he would like to have answered. I think, Joha, I 
have probably covered them, or they have covered them, but if in re- 
viewing the record we find that we need more information, we would 
appreciate the opportunity of writing to you and asking you to furnish 
it to us. 

Mr. Paladino. [Nods affirmatively.] 

[Questions submitted by Senator Humphrey follow :] 

Questions Submitted bt Senatob Gordon J. Humphbet, Answers Supplied 

BT Cabl a. Paladino 

Question. I have two questions that I would like to propose to you regarding a 
risk/benefit analysis of the various proposals on Vinson-Trammell. It is my 
beUef that if we were to leave Vinson-Trammell in place, the bureacracy re- 
quired to implement it would outweigh the benefits in terms of excess profits 
returned to the government. Do any of the proposals before the Congress in your 
Judgment have enough benefit to outweigh the costs of the bureaucracy enforcing 
them, and your own industry's cost of complying? 

Answer. Senator Humphrey, it is my firm belief that all of the proposals be; 
fore the Congress to limit profits would be wasteful and counter-productive. Iii 
my opinion, the costs of administration and enforcement would far outw^h any 
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alleged excess profit recovery. As I indicated In my testimony, government pro- 
tective measures against excess profits are already in place. Therefore, further 
laws and regulation would be an unnecessary duplication and waste of taxpayer 
dollars. 

Question, Another argument for some limitation is that it would deter excess 
profits by the defense industry. In your judgment, would any benefit of deterrence 
value of any of these alternatives be worth the cost of enforcement and com- 
pliance? 

Answer. In my judgment, the deterrence value, if any, of the various alterna- 
tives to limit profits would not be worth the cost of enforcement and compliance. 
Again, such alternatives are unnecessary and would be a gross waste of taxpayer 
dollars. They would only further contribute to the erosion of this Nation's mili- 
tary industrial base. 

Senator Morgan. We have a number of prepared statements by peo- 
ple that did not personally testify, however, they have asked that their 
statements be made a part of the hearing record. 

[The statements follow :] 

Pbkpabed Statement by Hon. Doug Babnabd, Jb. 

Senator Morgan, and members of the Subcommittee on Procurement Policy and 
Reprograming, I deeply appreciate the opportunity to present my awroach to 
replacing the Vinson-Trammell Act. That antiquated legislation, which has only 
reappeared because of a legislative quirk, has no place in modem defense pro- 
curement, and needs to be repealed as rapidly as possible. 

The current Vinson-Trammell Act is all that remains of the Vinson-Trammell 
Naval Parity Act of 1934. The original statute provided or the modernization 
and enlargement of the United States Navy to levels authorized by the Washing- 
ton Treaty of 1922 and the London Treaty of 1930. 

Because of the huge amount of procurements that were authorized by the act, 
Ck)ngress feared an impact on the marketplace equal to that during wartime. 
Bemembering the M^orld Wslt I scandals about wartime profiteering, Congress 
attached a rider that limited all profits on contracts and subcontracts to a total 
of 10 percent of the final price. 

In the face of a similar expansion of the Air Force, the act was amended in 
1939 to add a 12 percent limitation on aircraft profits, after a 1936 amendment 
had excluded scientific equipment from computation of the profit. 

In 1940, Vinson-Trammell disappeared after being superceded by other profit 
limitations, and only reappeared by accident last year. VThen the Renegotiation 
Act of 1951, the latest in a series of wartime profit limitations, expired in 1976, 
and the Renegotiation Board went out of existence on March 31, 1979, the pro- 
vision superceding Vinson-Trammell expired, and the act re-emerged. 

It is absurd to subject defense industries of 1980 to a profits limitation that 
was last revised 41 years ago, at a time when nuclear power was a dream in one 
man's head and the age of the biplane had just ended. Recognizing this, the 
Internal Revenue Service has performed one of the few commendable feats of 
bureaucratic inertia. However, unless action is taken — ^and soon — an onerous 
burden will be placed on defense contractors at a time when once again our 
country is trying to rebuild its obsolete defenses. 

Any defense supplier with a contract to provide any parts or furnishings for 
a new ship or aircraft will have to file a quarterly report to the Department of 
Defense, and an aggregate yearly report to the IRS for each contract with a 
value of over $10,000. The spectrum of articles to which the act could apply 
ranges from fioor coverings to ammunition, from fuel to furniture, and from 
power plants to plumbing. 

Since the regulations are statutorily based, they are assumed to be included in 
all applicable contracts despite the presence or absence of a contract clause. Vir- 
tually any company could be subject to the Vinson-Trammell Act and its imple- 
menting regulations. 

Compliance costs will be high. A producer of such simple items as radios or 
ammunition will be forced to keep three sets of books : one for aircraft related 
sales, one for ship related sales, and one for other defense contracts. In addition, 
the estimated 10,000 contractors who will come under this act will have to file an 
average of 50 reports apiece per year at a cost of 8 hours labor and $160 each to 
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complete. This $80 million total filing cost will be passed on to the government in 
the form of higher prices, and by the time the annual 500,000 reports have been 
processed, the total annual cost of Vinson-Trammell may reach as high as $240 
million wihout any guarantee of recovered profits to offset the cost. 

What is worse, Vinson-Trammell is totally unnecessary. Times have changed 
for businesses since 1939, when the corporate tax rate was 13% percent instead 
of 46 percent, deflation rather than inflation was the major economic worry, and 
the Departments of War and the Navy had no mechanisms to audit costs of de- 
fense contracts. 

Since 1939, the Truth-in-NegotiaUons Act (PubUc Law 87-653) has been 
passed; a powerful sanction which promotes sound and open negotiations be- 
tween government and defense contractors. In addition, the Cost Accounting 
Standards Board, authorized by the Cost Accounting Standards Act (Public 
Law 91-379), has accomplished pioneering work in establishing common stand- 
ards of accounting for contract costs. As a result, the government can better 
determine what costs it is actually paying for in a negotiated contract. 

Procurement officials and contracting officers are highly trained competent 
individuals today. Contracting officers have the power to conduct an on-site audit 
at any time during the performance of a contract. Abuse of the contract process 
results In refunds of both costs and profits. The work of the Defense Contract 
Audit Agency and the Defense Contract Administration Service has been so 
efficient that they superceded the Renegotiation Board as the chief watchdog of 
excess profits long before that agency was eliminated. 

Vinson-Trammell, on the other hand, deals totally with an after-the-fact situa- 
ti(m. In fact, since costs can always be charged against profits on the contract, 
thus lowering the profits, it is an open invitation to inefficiency and waste. 

In the face of this evidence, it is the overwhelming opinion of legislators in 
both Houses of Congress that Vinson-Trammell needs to be eliminated or up- 
dated. The major controversy comes in deciding what form the repeal should 
take. Proposals in the House alone range from a fiat repeal to a repeal including 
placing the old Renegotiation Board on a wartime standby basis, and from re- 
enacting the Renegotiation Act to adding another set of bureaucratic price limi- 
tations in place of Vinson-Trammell. There are valid arguments for all of these 
proposals, and I would like to complement my colleagues on their work. 

I do, however, have serious reservations about imposing even more regulations 
and limitations on an already over-regulated industry. Profit limitations in any 
form will inhibit productivity by removing both the incentive and financial 
means to provide for a productive plant and equipment. 

Regardless of incentive bonuses built into profit limitations, the net result 
will be to reduce productivity and to increase administrative costs. The place 
for the government to ensure it is not getting cheated in time of peace is during 
the initial negotiations process, and not after the contract has been completed. 
After the fact profit collections are justified only if the volume of noncom- 
petitive contracts is so great that they cannot adequately monitor costs and 
profits. Under normal peacetime conditions, this should not occur. 

To meet possible wartime needs, however, I have proposed another alternative : 
H.R. 6483. 

Our experiences in both World War II and the Korean War have shown us 
that in a major war, the huge amount of defense contracts that are Ihecessary 
require special measures to prevent war profiteering. Thus, the simple repeal 
of Vinson-Trammell may leave any future Congress with the need to institute 
some sort of profit limitations. 

If standby controls are needed, however, changing times may well make any 
set mechanism to collect excess profits obsolete well before they are needed. This 
is the experience we are facing today in the effects of the Vinson-Trammell Act 
on a defense Industry 46 years after it was passed, and was one of the reasons 
for allowing the Renegotiation Board to expire last year. 

These limitations can best be seen in Vinson-Trammell, where such weapons 
systems as missiles, jet aircraft, radar and nuclear warheads were not imagined 
or covered. Can any set of standby controls that we prepare today pretend to 
cover whatever new advances the future brings. In addition, economic conditions 
have changed substantially. 

In 1939, Vinson-Trammell had a fioor of $10,000, below which the provisions 
would not apply. This level was set so that small contractors would not face the 
burden of compliance costs. The 1951 Renegotiation Act, recognizing doihestic 
inflation and the higher costs of technologically advanced weapons systems, raised 
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the floor to $1 million. The two bills proposed in the House which would sub- 
stitute peacetime profit curbs for Vinson-Trammell have floors of $3 million and 
$5 mlUioiQ resi>ectively. 

Unfortunately, in a period of rapidly advancing technology and soaring in- 
flation, even if it recedes from its current levels, who could accurately predict 
a logical floor for even five years in the future. Any specific standby controls 
are likely to be more of a himderance than a help to a future emergency situa- 
tion. Instead, it would seem more logical to leave in place just the bare authority 
for regulations dealing with excess profits, along with certain requirements the 
regulations must meet. 

This is the approach of H.R. 6483. It requires the President in time of war 
to recommend to Congress regulations to control excess profits on defense con- 
tracts if he determines they are necessary. 

The regulations must include a standard for determining excess profits, and 
set a fioor for coverage of contracts so that small contractors are not uofairly 
burdened, and the government is not faced with huge administrative expenses. 
Once a standard for excess profits has been set, a specific procedure for deter- 
mining them that can be objectively applied to all contracts above the thresh- 
old is required. Finally, the United States Ck)urt of Claims is given exclusive 
Jurisdiction over claims, so that an appeals mechanism will protect against un- 
fair actions on the part of either the government or the contractors. 

Since these regulations can only be proposed in time of war, when rapid 
action may be necessary, an expedited approval procedure by Congress is pro- 
vided for. However, Congress still has the final control, as either House may 
veto them within thirty days after they are proposed. Finally, to prevent an- 
other Renegotiation Board from existing long after its usefulness has ended, 
the regulations can only remain in force for a maximum of five years, unless 
they are extended by a positive vote of both Houses of Congress for a maxi- 
mum period of one year at a time. 

This simple structure will allow maximum fiexibility for future Congresses 
to mold needed emergency regulations to the needs and problems of their times. 
At the same time, H.R. 6483 mandates that these regulations be fair and im- 
imrtial, so that both the government and defense contractors will be treated 
without prejudice. No detailed structure to get out of date and obsolete is re- 
quired, and we do not limit the future to the economic assumptions of today. 

Thank yon. 

Pbepabed Statdment of Milton D. Stewart, Chief Counsel fob Advocact, 
U.S. Small Business Administration 

Mr. Chairman and members of this committee: I would like to take this op- 
portunity to thank the Committee for extending me the opportunity to present 
my views on the defense contractor profit limitations of the Vinson-Trammell Act 
(V-T) and their potential impact on small business defense contractors. 

As you may be aware, the Office of the Chief Counsel for Advocacy for Small 
Business was created by Public Law d4-305 to serve as a focal point for small 
business complaints regarding Federal agency policies, and to represent the 
views and Interests of small business before the Federal Government. 

SUMMARY 

The Office of Advocacy has received many expressions of concern from small 
business about the impending implementation of V-T. As a result of our dialogue 
with these small business contractors and our own investigation, we believe 
that V-T, if implemented in its present form, would cost more to administer 
than would be recovered in excess profits and would result in a dangerous erosion 
of the defense industrial base. Foreseeable results would be : 

A horrendous paperwork burden for both the Government and small business 
contractors ; 

A multiplier effect, which would result in the dollar amount of small business 
subcontracts subject to V-T exceeding the amount of prime contract- awardfl 
subject to V-T; 

An inability of small, business subcontractors to determine which contracts 
are for part of a complete naval vessel or military aircraft and hence subject 
to the Act, especially on a retroactive basis ; 
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An inability of small business accounting systems to proyide the accounting 
data necessary to comply with V-T, especially if V-T was applied retroactively. 

The passage of nearly four years without implementation since V-T became 
applicable due to the expiration of the Renegotiation Act of 1951 has not been 
without its consequences. As a result of this passage of time : 

Many small businesses have been forced to include contingent liabilities for 
amounts potentially due under V-T on their financial statements. This has 
made it extremely difficult for them to obtain needed financing ; 

It is almost impossible for small business to comply with V-T retroactively. 

As a result of these problems, we recommend that Congress repeal V-T retro- 
active to its Ck:tober 1, 1976 resurrection. If Congress concludes that a profit 
limitation is needed, small business should be excluded or, in the alternative, 
the dollar threshold for applicability should be set sufficiently high to achieve 
this result. GAO, in its statement, has recommended a dollar threshold of con- 
tracts over $10 million that would be adjusted for inflation. 

BACKGBOUND 

The Vinson-Trammell Act, which was enacted in 1934, imposes profit limita- 
tions on contracts and subcontracts for the construction or manufacture of naval 
vessels and military aircraft. The applicable profit limitation is 10 percent of the 
total contract price for naval vessel contracts and 12 percent for military aii^ 
craft contracts. The Act exempts from its profit limitations contracts and sub- 
contracts of $10,000 or less. 

Vinson-Trammell has been in effect very few of the 46 years since its 1934 en- 
actment. It was suspended during World War II because it was perceived as an 
ineffectual profit limitation that was hindering the defense effort. A 1943 law 
review article describes V-T*s wartime repeal and its failure as a profit limitation 
as follows : 

"The Vinson-Trammell Act, and its amendments must be written off as a 
failure, even in peacetime, in accomplishing any effective profits controL Accord- 
ing to a statement of the Treasury Department, the net amount assessed under 
the Act on contracts for Navy vessels and aircraft up to August 81, 1942, was 
roughly $7,450,00, and on Army aircraft contracts for the same period, $70,000. 
As plans for vastly increased procurement of war munitions were made after the 
fall of France in 1940, it was established that the Vinson-Trammell Act limita- 
tions were making shipbuilders and aircraft manufacturers reluctant to enter 
into contracts and were definitely delaying the war program. Investigations of 
profits on the contracts of the armed forces, after suspension of the Vinson- 
Trammell Act, have quite conclusively established that the Act was ineffectual 
to prevent very large profits to certain contractors." ^ 

V-T was effective for only two years after World War II. It was suspended from 
194^-1951 by the Renegotiation Act of 1948 as amended and from 1961 to Sep- 
tember 30, 1976, by the Renegotiation Act of 1951. Although technically in effect 
since the September 30, 1976 expiration of the Renegotiation Act of 1951, the 
IRS has granted six extensions of the due date for contractor filings. The present 
due date is October 15, 1980. 

Recently the IRS and DOD have published proposed V-T regulations for com- 
ment in the Federal Register and have held hearings on the proposed implemen- 
tation. The Office of Advocacy perceives severe financial and administrative hard- 
ships for small business if the Act is made effective, and I urge this Committee 
to provide legislative relief. 

V-T would impose a horrendous paperwork burden on small business oontracftors 
and the Government 
The implementation of V-T would seem to be inappropriate at a time when the 
Administration has by Executive Order requested all Federal agencies to make a 
concerted effort to reduce the paperwork burden on small business. For fiscal year 
1980 alone, it is estimated that 9,900 firms ' would have to file approximately 
50 reports each with DOD and the same number to Treasury— a total of almost 1 
million forms. Where adequate accountng data is available, which for the reasons 
later describ ed in most likely not the case for small businesses, it would take ap- 

1 Hensel and McClansr, "Profit Limitation Controls Prior to the Present War," 10 Law 
and Contemporary Problems 187. 204-205 (1943). (Footnotes omitted) 

'This flgore is for both large and smaU firms. We were nnable to obtain statistics isolat- 
in£ small firms. 
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proximately 8 hours per form of professional time to i^tfaer np the data and nse 
it. The estimated cost of professional time is $15 per hour. Thus the aggregate 
cost for business to comply with V-T for one year would exceed $120 million. 

It should be emphasized that this estimate is for fiscal year l^BO alcme. Assum- 
ing V-T is retroactively implemented for fiscal years 1077, 1978, and 1979 as is 
required in the absence of a retroactive statutory repeal, contractors would incur 
similar compliance costs for these years. In fact, the cost of compliance per form 
for these earlier years is likely to be greater due to a lack of adequate account- 
ing data. Thus the cost of compliance for these earlier years could ccmservatively 
exceed $500 million and may in fact be greater even than that. 

The cost of implementation would not fall on the private sector alone. It is 
my fear that a new army of bureaucrats will be hired by DOD and IRS to en- 
force these paperwork requirements against small business. This seems particu- 
larly inappropriate given the present initiative towards less rather than more 
paperwork. Additionally, the implementation costs would likely exceed the 
amount of excess profits recovered under V-T. 

Due to a multiplier effect the dollar amount of smaitt business suhcontractors 
subject to V-T would exceed the amount of prime contract awards subject 
to V-T 

Due to a multiidier effect the dollar amount of small business subcontracts 
subject to V-T would likely exceed the dollar amount of prime contracts awarded 
to larger firms.. The dollar amount of prime contracts subject to V-T for fisci^ 
year 1980 alone is approximately $15 billion. For fiscal years 1977-79, which 
would be of concern if V-T were to be applied retroactively, the dollar amount 
is approximately $39 billion.' 

DOD statistics show that 80 percent of the dollar amount DOD prime contracts 
subject to V-T are subcontracted and that 50 percent of this subcontracting is 
with small business. Although subcontracting figures are not available below the 
first tiet*, it is clear that the percentage subcontracted decreases and the percent- 
age of subcontract awards to small business increase at lower tiers. Assuming 
that the percentage subcontracted is 70, 00, 50, and 40 percent for tiers two to 
five and that the percentage subcontracted to small business is 00, 70, 80, and 90 
percent for these tiers, $20.5 billion of subcontracts would be awarded to small 
business for $15 billion in prime contracts subject to V-T. This is illustrated by 
the chart below. 

ILLUSTRATION OF MULTIPLIER EFFECT ON SUBCONTRACTS FOR $15,000,000, FISCAL YEAR 1980 CONTRACTS 

SUBJECT TO VINSON-TRAMMELL 

[Dollar amounts in billions] 
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Many smaU business subcontractors would be unable to determine what contracts 
were for aU or part of a new naval vessel or military aircraft a/nd hence sub- 
ject to V-T; traceability problems much greater if V-T is applied retro- 
actively 
V-T requires contractors to submit reports and pay any excess profits on all 
contracts or subcontracts for all or part of any naval vessel or military aircraft. 
Small businesses generally participate in naval vessel or military aircraft con- 
tracts as subcontractors. Small business subcontractors, especially those below 
the first tier, are often not in a position to determine whether the items they are 



'Facts obtained from interviews with Pentagon officials, and informal review of budget 
line items. 
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providing are to t)ecome a part of a new naval vessel or military aircraft. Often 
a large prime contractor or higher tier subcontractor will purchase an item for 
general stock. It may ultimately be incorporated in a new naval vessel or military 
aircraft or on the other hand be used for commercial business or sold to the Gov- 
ernment as spare parts. 

It is patently unfair for the Government to require subcontractors to trace the 
ultimate destination of the items they sell, especially when the buyer may be 
unable to tell them at the time of the transaction. If V-T is applied retroactively, 
as is required in the absence of legislative action, compliance may be practically 
impossible in many cases. 

Small hu8ine88e8 generally lack the accounting systems necessary to comply with 
V-T, especially retroactively 

V-T requires the computation of excess profit on a per-contract basis rather 
than the annualized basis on which most small firms compute their earnings. 
Unlike larger firms, most small businesses do not have elaborate cost accounting 
systems that readily compute profits on a per-job basis. In order to comply with 
V-T, many small businesses would have to go through the unproductive exercise 
of altering their accounting systems. This would be the case for a per-contract 
profit limitation such as V-T regardless of what accounting rules are required 
by regulation. 

Many small firms would probably refuse Government work rather than alter 
their accounting systems. Since the benefits to be derived from forcing small firms 
to adopt more sophisticated accounting systems do not justify the administrative 
burden and resulting erosion of the defense industrial base, the CJost Accounting 
Standards Board exempted small businesses from cost accounting standards. 
Congres should apply a similar cost-benefit analysis to the per-contract account- 
ing required by V-T, and retroactively exempt small business from the Act if it 
is not repealed. 

Problems resulting from the nonimplementation of V-T svnce it "became appUcahle 
on October 1, 1976 

V-T became applicable again as a result of the September 30, 1976, expiration 
of the Renegotiation Act of 1951. Despite almost four years of technical applica- 
bility, it has not been implemented by DOD and IRS. We do not criticize DOD 
and IRS for their actions. We believe that their decisions were based on the ab- 
sence of regulations necesary to apply V-T to modern day procurements and the 
likelihood that Congress would render the matter moot by either retroactively 
extending Renegotiation or repealing V-T. 

The passage of time has made it more burdensome and unfair to apply V-T 
retroactive to October 1976. As previously noted, V-T, even when applied pro- 
spectively, confronts small business with problems relating to tracing the ultimate 
use of the goods they sell and cost allocation. Given tlie absence of detailed guid- 
ance on how to apply V-T during this hiatus and the likelihood that Congress 
would likely render the matter moot, many small business contractors either 
never complied or have disposed of the records they would need to comply with 
V-T. Even assuming such records are available retroactive compliance would 
be unduly burdensome, if not in many cases impossible. That is why we concur 
with GAO's statement to the Committee that a retroactive application of V-T 
would be both uneconomical and unfair. 

The nonimplementation of V-T has also resulted in another problem. Many 
small businesses have been forced to report amounts potentially due under V-T 
as contingent liabilities on their financial statements. This has precluded many 
firms from obtaining necessary financing. Congress should act to remove this 
cloud from small business contractor financial statements. 

CONCLUSION AND LEGISLATIVE BEC0MMENDATI0N8 

For all of the reasons described above, it is not cost effective for the Govern- 
ment to apply V-T to small business contractors. More specifically, the cost of 
administration by the Government would exceed the excess profits that would 
be recovered. It is also clear that the application of V-T to small business 
contractors would lead to a significant erosion of the defense industrial base. 
From the course of the hearings to date, these points do not appear to be mat- 
ters of contention. 
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If Congress concludes that a profit limitation such as V-T is necessary, small 
businesses, as defined by SBA regulations for procurement purposes, should be 
expressly excluded. A lesser acceptable alternative would be to set the per con- 
tract dollar threshold for such a limitation at such a level that small business 
would be effectively excluded. 6AO in its statement recommended a dollar 
threshold of $10 million that would be adjusted for infiation for this purpose. 
We would find this acceptable. If the Committee finds the $10 million alternative 
too high, I would suggest as the least acceptable alternative to small business 
that a $5 million exclusion be adopted, as proposed in S. 2331 which is id^itical 
to the Patterson bill ( H.R. 5433) . 

If it does nothing else. Congress should act to eliminate the retroactive appli- 
cation of V-T, to small business. For the reasons previously noted, a retroactive 
application of V-T to small business would be both unfair and cost ineffective. 

Thank you for providing me with the opportunity to present my views. If you 
have any questions, or if I can be of assistance, please let me know. 



Pbepabed Statement of the Machinebt aitd Allied Pbodvctb Inbtttute, 
Charles I. Debk, Seniok Vice President 

This statement consists of three parts : 

1. A summary of the Institute's position and certain general comments regard- 
ing the Vinson-Trammell Act and various legislative proposals that have been 
introduced in this area. 

2. A detailed critique of the Patterson bill, H.R. 5433, and the identical bill 
introduced for discussion by Senator Morgan, S. 2331. 

3. A reproduction of our comments to the Commissioner of Internal Revenue on 
the proposed regulations relating to the profit limitations of the Vinson-Trammell 
Act updated to March 12, 1980, the date of the hearing on the proposed regula- 
tions as conducted by the Internal Revenue Service. 

part I. statement of the MAPI POSITION AND INTRODUCTORT COMMENTARY 

It is fair to say that the opinions in government and in the private sector re- 
garding the viability of the Vinson-Trammell Act in its present form are uniquely 
in agreement. The Act, which is technically in effect due to the expiration of the 
renegotiation statute, is obsolete, inequitable, and unadministrable. It should 
not be implemented in its present form. The Institute goes one step further and 
urges its prompt and immediate repeal. There is some but a limited body of 
opinion — ^notably the view expressed by Senator Pfell and Congressmen Patterson 
and Minlsh — that the Vinson-Trammell Act should not be repealed outright but 
should be amended, but all agree that Vinson-Trammell should not become 
operative. 

MAPI does not favor the enactment by the Congress of any substitute for Vin- 
son-Trammell and/or renegotiation in the form of a retrospective recapture of 
so-called excessive profits. We consider such legislation unnecessary and inad- 
visable as a matter of public policy. If, however, the Congress in its wisdom 
should continue to have some concern about a relatively narrow type of contract- 
ing situation where normal procurement procedures cannot be fully utilized so 
as to create some possibility of windfall or otherwise excessive profits, it is our 
judgment that serious consideration of any such approach requires a comprehen- 
sive and very careful study which will be time consuming. Any such i|tudy, which 
Congress may choose to mandate, should be undertaken separately and should not 
interfere with immediate repeal of the Vinson-Trammell Act. 

Turning briefly at this juncture to ipending bills, our positions on such proposed 
legislation are as follows: We support the porposals to repeal the Vinson- 
Trammell Act outright, such as S. 1687 introduced by Senators Lugar and Cran- 
ston. We oppose strongly the proposals to substitute a new form of retrospective 
recapture of so-called excessive profits such as S. 2331 introduced by Senator 
Morgan, which is an identical bill to Gcmgressman Patterson's earlier proposal, 
H.R. 5433. We oppose the essence of Senator Pell's bill, S. 2332, which is an 
attempt simply to raise Vinson-Trammell Act contract thresholds from $10,000 to 
$1 million, notably for the purpose of assisting small business. We aire equally 
opposed to Congressman Minish's proposal (H.R. 3623) to resurrect and extend 
the reach of renegotiation. 
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First, why should the Vinson-Trammell Act be repealed? As already Indicated, 
the Viuson-Trammell Act is a wholly obsolete statute enacted over 45 years ago 
and addressing a procurement situation which is radically changed. Profit limits 
of 10 percent and 12 percent may have been appropriate in the 1930s. They are 
wholly obsolete in the inflation-'ridden 1080s. The Vinson-Trammell Act is in- 
equitable for a number ot reasons, including the fact that it is limited to naval 
vessels and militairy aircraft and subcontracts thereunder. It is inequitable on 
other grounds which we deal with later, particularly in Part III of our statement 
which is a reproduction of our comments to the IRS on proposed regulations. The 
statute is replete with technical problems, these problems also being documented 
in our comments to the IRS. The law is not clear with respect to the degree to 
which it is applicable to subcontracts, that is to say, how many tiers are alt'ected. 

If implemented, there is the question as to whether the law is retroactively 
applicable to the date of the expiration of renegotiation or only prospectively 
applicable. The law creates all kinds of problems for prime contiractors and sub- 
contractors in terms of identification of covered subcontracts and it contains a 
built-in temptation for prime contractors to pass along indiscriminately a Vinson- 
Trammell applicability clause to subcontractors simply to protect the prime con- 
tractor. The paperwork which would be engendered by implementation of the 
Vinson-Trammell Act would be overwhelming as testified to in detail by Depart- 
ment of Defense representatives. 

Should Vinson-Trammell be replaced by some other profit limitation device? 
In ouir judgment, there are at least four reasons which argue against any such 
action. 

First, the existing complex of controls on defense contracting is sufficient, 
in our judgment, to prevent any excess profits in defense work except in the 
most unusual circumstances. By way of brief review, the more important of 
such controls include the Truth in Negotiations Act, profit guidelines and hard- 
nosed negotiation, cost accounting standards, and seemingly endless contract 
audits. 

Second, there has never been a greater national need for profits than exists 
today. Profit is the incentive which calls forth the contractor's best effort. It 
is the attraction for investors to contribute needed capital to new and growing 
enterprises. It is the means by which new and better productive equipment can 
be obtained and productivity increased. On this point, one need' only consider 
the shocking fact that productivity actually declined in the United States last 
year to see the need for the renewal of our productive plant and this can only be 
accomplished if business profits are adequate. It should be added that, in many 
defense industries which operate on the very frontier of technology^and where 
the products of research may at one stroke obsolete relatively new and still 
productive capital equipment — the need for adequate profits would seem to be 
even greater. For all these reasons we ought not suppress the natural forces of 
our economy by the dead hand of profit control. 

Third, to continue institutionalized profit control under any of the methods 
employed in the past, such as renegotiation or Vinson-Trammell — or any of the 
substitutes now proposed and discussed above — would be absolutely contrary 
to the administration's wholly admirable drive to reduce government regulations. 
This drive, it should be added, is one in which the Congress itself, in its current 
consideration of regulatory reform, is directly engaged. 

Fourth, there should be no general profit Imitation statute enacted as a sub- 
stitute for Vinson-Trammell because if government contracting profits are in- 
adequate — and by almost any standard of measurement overall defense profits 
have been inadequate — there will be a further erosion pf our defense production 
base — some of which has already occurred. This aspect of the question is dis- 
cussed more fully below. 

It is our understanding that the Subcommittee is particularly interested in 
the effect that implementation of the Vinson-Trammell Act or any similar statute 
would have on the defense contractor base. In our judgment, and this is con- 
firmed by the opinion of the Department of Defense as expressed before this 
Subcommittee by Deputy Under Secretary of Defense Dale W. Church, that the 
burdens, cost of compliance, uncertainties, and restriction on profit that would 
fiow^from implementation of the Act would cause a. very substantial departure 
from f he procurement community by contractors, particularly smaller ones which 
have an option to continue a viable business without government contract work — 
prime or subcontract. 
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It is imi)ossible to adduce empirical evidence on tliis point, but anyone sophis- 
ticated and experienced in the field of government contracts will concede that 
such an attrition is inevitable. The contraction in the government contract base 
would probably take place in several forms or a combination of such forms 
which, as will be readily obvious, make the collection of empirical evidence 
almost impossible. What are those forms? First, an existing contractor or suit- 
contractor might choose to do no governnient contract business. Second, he 
might pare down the amount of government contract business which he is willing 
to tolerate and accept. Third, a comimny might choose not to be a new entry 
into the government contract field. 

It is the Institute's opinion, based upon exiierience and observation over a 
period of over 20 years in the government contracts field, that the defense con- 
tract base, particularly with respect to commercially oriented companies and 
at the subcontract level — without reference to the Vinson-Trammell Act — has 
already shrunk as a result of the proliferating controls of government as ap- 
plied to government procurement. For many contractors which have commercial 
options, doing government contract work just isn't worth the candle- To add 
Vinson-Trammell to the already punishing array of impacts would turn off a 
considerable number of additional, potential, or already existing contractors 
and will aggravate an already serious situation. 

I have heard it said by government people that government business is so 
attractive that even if certain companies bow out, others will take their place 
an^ in greater number. I can only say that this is an unrealistic and unin- 
formed judgment, except for those companies which are committed as a way of 
life to government contract work. Through MAPI's exposure in the fieM of 
capital goods and allied products, which is the constituency of the Institute, we 
are very familiar with the attitudes of individual companies which have tech- 
nological competence, financial resources, manufacturing skills, and personnel 
depth so as to make them desirable parts of the government contract base, yet 
choose or will choose not to be a part of the procurement system because of the 
control mechanism employed by government which, of course, would be 
worsened — as already suggested — by application of the Vinson-Trammell Act. 

The proposed legislation originally introduced by Congressman Patterson of 
California — H.R. 5433 — which is duplicated on the Senate side for purposes of 
discussion by Senator Morgan's bill, S. 2331, undertakes to replace the Vinson- 
Trammell Act by providirig for a recapture by the government of profits in excess 
of 15 percent of the contract price on so-called "noncompetitive" negotiated de- 
fense prime contracts and subcontracts exceeding $5 million in amount. It is 
based on the assumption that an alternative form of profit limitation on a 
category of defense contracts is In the public interest. We do not agree and offer 
the following critique of the premisei^ and the detailed provisions of this pro- 
posed legislation. 

Beyond these general observations and Part II of this statement on the Pat- 
terson bill, we offer our comments to the IRS on its proposed implementing regu- 
lations primarily to document why the law is unacceptable and unadministrable. 
We have urged that the Internal Revenue Service ofiSclals who have been assigned 
the horrendous task of drafting implementing regtilations report back to their 
superiors that they have been given an impossible assignment b^ause the basic 
statute cannot be implemented in any useful and meaningful way for the reasons 
already indicated — in brief, it Is bad and obsolete law. 

Although we feel strongly that the Vinson-Trammell Act should be repealed 
outright without the enactment of a substitute form of profit limitation in its 
place, we recognize that it may not be realistic to expect Congress to complete 
action on a proposal concerning which there is admittedly substantial opposition 
during the limited time remaining this year prior to adjournment. At the same 
time, we are increasingly concerned that, failing legislative action on Vinson- 
Trammell this year, the Internal Revenue Service and the Defense Department 
may conclude that, having already granted six extensions of the due date for the 
initial poSt-renegotiation contractor Vinson-Trammell filings since 1977, they 
should provide no further postponements beyond the current filing date of Oc- 
tober 15. 1980 and generally attempt at that point to enforce the Vinson-Trammell 
Act as it is now written. For these reasons, although we continue to recommend 
repeal of Vinson-Trammell. we think there is merit in Congressman McCloskey's 
suggestion for a five-year suspension of the Vinson-Trammell Act, to date from 
September 30. 1976, and urge the Armed Services Committee to promptly ap- 
prove such suspension legislation. 
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As we understaud it, Congressman McGloskey's suggestion is that the Vinson- 
Trammell Act suspension, which continued during the application . of the Re- 
negotiation Act and terminated with the expiration of statutory renegotiation 
to post-September 30, 1976, defense sales, simply be extended for an additional 
live years, that is, until September 30, 1981. Such action would mean that the 
\ inson-Trammell Act would not apply to defense sales during this period of 
time, tlius eliminating any question of applying Vinson-Trammell regulations and 
requirements to post-September 30, 1976 transactions. Thus, although the funda- 
mental issue of final Vinson-Trammell repeal would be deferred to next year, 
the proposed suspension would respond to the urgent and immediate need— on 
which all parties agree — of precluding full application of the Vinson-Trammell 
Act as it is now written at the present time. 

We appreciate the opportunity to appear before this subcommittee and present 
I he views of the Machinery and Allied Products Institute. 

PART 11. THE PATTEBSON BILL (H.E. 6433)^ — ^A CBITIQUE 

Assuming repeal of the Vinson-Trammell Act, the question arises as to whether 
an alternative form of profit limitation on government contracts in general, and' 
enactment of the Patterson bill in particular, is in the public interest. It is to 
t his question that this commentary is addressed. 

The Patterson hill — its If aHc features 

In broad terms, the Patterson bill would cover all defense procurement without 
limitation as to subject matter (except for real property), meaning that it (un- 
like the Vinson-Trammell Act) would extend to such key categories as missiles, 
tanks, personnel carriers, artillery, etc. The bill would apply to all ''noncompeti- 
tive" negotiated contracts and all first- tier subcontracts under such "noncompeti- 
tive" prime contracts, which are themselves "noncomi>etitive" within the meaning 
of the bill. The term "noncompetitive" is defined by the bill to include only those 
contracts — 

"[Tjhe price of which exceeds $5,000,000 and is not based on adequate price 
competitive, catalog or market prices of commercial items sold in substantial 
quantities to the general public or prices set by law or regulation ; or the final 
price of which includes more than $5,(XX),000 attributable to contract changes 
or modifications." 

Although there would be no exemptions other than to the extent inherent in 
its application to only "noncompetitive" prime contracts and subcontracts, there 
is provision for the Secretary of Defense or a designee to waive its application in 
the case of specific contracts or subcontracts. 

The bill would provide a profit ceiling of 15 percent of the contract price, but 
a deduction for profits earned under performance incentive or value engineering 
provisions. For the purposes of computing this limitation, costs would be deter- 
mined under regulations to be prescribed by the Secretary of Defense, which 
would presumably mean that they would be determined in accordance with the 
Defense Acquisition Regulation (formerly the Armed Services Procurement Regu- 
lation) and any applicable Cost Accounting Standards issued by the CAS Board. 
An excess profit would be determined with reference to individual noncompetitive 
contracts or subcontracts thereunder completed during the taxable year. Al- 
though loss offsets among such contracts and subcontracts within that taxable 
year would not be permitted, a four-year carryforward would be available for a 
net loss on the aggregate of contracts and subcontrjEicts completed in a taxable 
year against any excess profit in those succeeding taxable years. 

Finally, the Patterson bill would apply only to prime contracts and subcon- 
tracts entered into after 120 days following its enactment, and it would expire, 
unless renewed by the Congress, five years from its enactment. 

The case against the Patterson hill 

In our view, the case against the Patterson bill is based on three major* 
premises : 

1. There is no need for a profit limitation on defense contracts, certainly at 
least in a period other than one of war or national emergency. 

2. Even if some type of profit limitation might arguably be Justified under 
certain circumstances, the Patterson bill covers far more than needs to be covered. 



^ References to the Patterson bill apply equally to its companion proposal, S. 2881. 
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3. Finally, the bill includes two major substantive faults — ^it allows no offsets 
for losses among contracts in a given year, and it does not recognize in any form 
the problem of inadequate profits. 

The need for a profit limitation on defense contracts, — The fundamental prob- 
lem with the Patterson bill, it seems to us, is essentially the same basic issue 
raised by the Vinson-Trammell Act and the now-expired Renegotiation Act. Any 
type of ptofit limitation and recapture authority provides the government with a 
"crutch," in terms of a post-contract performance control, for inadequate hand- 
ling of negotiations when the contract is awarded. Whatever justification could 
b€f logically claimed for supporting extension of the Renegotiation Act through the 
middle 1950s, some 25 years ago, has now disappeared with the controls on de- 
fense contract pricing and costs which have been established since that time. 
This, of course, includes not only extensive revisions and perfecting improve- 
ments in DOD's procurement regulations (the DARs), but also the enactment of 
the Truth in Negotiations Act, the Cost Accounting Standards statute, and the 
development of the role of the Defense Contract Audit Agency (DCAA). 

Despite these considerations, it has been argued that some type of profit limita- 
tion is necessary to protect the public interest against sole-source situations in 
connection with contracts for major weapon systems. In essence, as we under- 
stand it, the argument here is that, even where there has been extensive com- 
petition among potential contractors in connection with initial source selection, 
with respect to the subsequent production phase or phases the company selected 
has now become a "sole source" and is in a position to unilaterally dictate to the 
government the price on the follow^on production contracts. 

As to this argument, we know of no documentation as to actual instances in 
which such contractor dictation has occurred. However, if there have been in 
fact such instances, we think that the fault lies in defective contracting tech- 
niques employed in connection with the original source-selection competition 
phase. Specifically, we can see no reason why the government should not be able 
adequately to protect the public interest with regard to pricing on follow-on 
production contracts, by obtaining commitments concerning such pricing in con- 
nection with source selection. The protection required for the public interest in 
contract pricing should be established at the time of the initial contract price 
negotiations and not through a profit limitation on the subsequent production 
contracts. 

The other aspect of what we understand to be the argument In favor of a 
profit limitation is somewhat different. It relates to the difllculty of appropriate 
pricing in connection with contracts that must be placed in great haste, which 
obviously might include letter contracts subject to later definitization and also 
contract arrangements concluded by telephone. We recognize, of course, that such 
problems may occur in connection with the need for more-rapid-than-normal 
placement of contracts in time of war or national emergency. It may be that some 
type of profit limitation could then conceivably be desirable, but it should be im- 
posed only by affirmative designation as to necessity in the case of a particular 
contract by the head of a procuring agency or his designee, and this authority 
should be available only in time of war or national emergency as determined to 
exist by the President or the Congress. 

The Patterson bill — an example of "overkill" — Even if it is assumed that there 
may be a need for some type of profit limitation in connection with sole-source 
contracts — a proposition with which, in the absence of its documentation, we do 
not agree — it seems clear that the Patterson bill is far wide of the ma,tk in that 
it covers much more than arguably needs to be covered. For example, as we have 
indicated above, the arguments in favor of such a profit limitation are based 
on the problems that allegedly can arise from what amounts to price gouging 
by a sole-source contractor. But the Patterson bill is not limited in its coverage to 
sole-source contracts; it applies to all "noncompetitive" negotiated prime con- 
tracts and subcontracts exceeding $5 million in amount. The fact is that, under 
the definition of "noncompetitive" in the bill, the bill's profit limitations would be 
applicable in cases where there might be very considerable competition among a 
number of sources with respect to product, performance, and even price.* We 
think the Patterson bill is unsatisfactory in that it is not drafted to accompli^ 
the fundamental objective to which it is presumably addressed. For that reason, 
if the bill is to be taken seriously at all, it should be rewrittwi at least to deal with 
sole source as distinguished from "noncompetitive" negotiated contract situations. 

*BTen though such price competition does not meet the rather rigid requirements fof 
'*adegaate pHct competition'* under the DAR. 
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The offset problem — recognition of losses and inadequate profits. — ^The final 
major issue with respect to the Patterson bill is the treatment of losses and in- 
adequate profits. Indeed, in this respect, the techniques of the bill are far in- 
ferior to those of the Vinson-Trammell Act. First, on the issue of losses, there ia 
no offset tor losses among individual contracts completed within a given year. 
This is because the Patterson bill defines the term ''excess profit" with reference 
to the profit on a specific noncompetitive contract or noncomi)etitive subcontract 
thereunder completed within the taxable year. This means that the profit limita- 
tion is applied on a contract-by-contract basis in contrast to the Vinsou-Tram- 
mell Act under which the applicable profit limitations, though applied separately 
with respect to military aircraft and naval vessels, are applied to the ''total con- 
tract price for contracts [within each of the two covered categories] completed 
by a contractor or subcontractor within the taxable year." The significance of 
this distinction* is that under the Patterson bill, unlike the Vinson-TrammeU 
Act, losses or "deficient" profits on some contracts cannot first be offset against 
profits on other contracts in making the determination as to whether there are 
any excess profits in a given year for which the contractor is liable. Following 
is a simple example involving three contracts pe^ormed by the same contractor : 

Assume that the contractor has finished three separate naval shipbuilding con- 
tracts in a given taxable year, on each of which the contract price was ^10,000,000 
but the profits earned were $2,000,000, $1,000,000, and -41*000,000 respectively. 

Patterson Mil liaMlity, — The contractor's liability under the Patterson bill 
would be computed as follows : 

Contract A: 

Contract price $10, 000, 000 

Contract profit 2, 000, 000 

15 pet. profit ceiling 1, 500, 000 

Contractor refund 500, 000 

Contract B: 

Contract price 10, 000, 000 

Contract profit 1, 000, 000 

15 pet. profit ceiling 1,500,000 

Contractor refund 

Contract C: 

Contract price 10, 000, 000 

Contract profit -1,000, 000 

15 pet. profit ceiUng 1, 500, 000 

Contractor refund 

Total Patterson biU net liabiUty 500, 000 

Vinson-TrammeU Act liability, — The contractor's liability under the Vinson- 
Trammell Act would be as follows : 

Total contract price ( $10,000,000 -f$10,000,000-f $10,000,000) $30,000,000 

Total profit ( $2,000,000 -f$l,O00,0OO-$l,000,0OO) 2,000,000 

10 pet. profit ceiling (10 pet. of $30,000,000) 3, 000, 000 

Total contractor refund 

Total Vinson-TrammeU Act liability 

Thus, although the Patterson bill would apply to a much narrower band of 
contracts in terms of contract type than does the Vinson-Trammell Act — only 
noncompetitive DOD prime contracts and first-tier subcontracts exceeding 
$5,000,000 in amount — ^its application to contracts which would be covered by both 
the bill and the Act in many cases might be considerably harsher because of the 
no-offset rule resulting from the contract-by-cbntract provision. 

Treatment of inadequate profits. — The concept of 'Inadequate profits" is not 
even mentioned in the Patterson bill. However, since the bill provides that profits 
in excess of 15 percent of the contract price are excessive, it would seem to imply 
as a corollary provision that profits below a certain figure, e.g., 5 percent for the 
sake of illustration, might likewise be inadequate. Indeed, the problem of making 
allowance for inadequate profits as well as losses in determining excessive profits, 
was recognized in the Renegotiation Act and, at least with respect to military 



*It should also be noted that when in effect, renegotiation was applied on an "oreraU 
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aircraft (although not naval veas^s), was similarly recognized nnder the Vinson- 
Trammell Act However, for reasons which are not readily apparent, there is no 
recognition of any sort for inadequate profits under the Patterson WU. Not only 
are inadequate profits as well as losses harred from offset among a group of con- 
tracts in a given year, they would not be extended the four-year carryforward 
available for a net aggregate loss under the bill. 

Consequently, it would appear that the Patterson bill, as a minimum, should 
be revised to provide offsets for losses in a given year, and comparable treatment 
for inadequate profits in terms of both offsets and a carryforward. 

♦ ♦ * 4t * 4t * 

It should be emphasized that the Institute's basic position is that (1) the Yin- 
son-Trammell Act should be r^[>ealed promptly and no implementation should be 
undertaken; and (2) no retrospective profit recapture statute is necessary or 
desirable whether it takes the form of the Patterson bill or some variation 
thereof. 

PAST in. BEPBODUCnON OF MAPI STATEME17T REVISED TO MARCH 12 TO IRS RBOARDIKG 
PROPOSED IMPLEMENTATION REGULATIONS UNDER VIN80N-TRAMMELL 

As already indicated, we attach the full text of our comments to IRS regard- 
ing proposed Vinson-Trammell regulations. This material should be read in the 
context of the answer to the question as to why the Vinson-Trammell Act is obso- 
lete and unadministrable, not solely as a technical review of amendatory sug- 
gestions. 

PART m 

Machinery and Allied Products Institute, 

Washington^ D,C,, December 20, 1979. 

(Revised March 12, 1980) 

Ck>MMIS8I0NER OF INTERNAL REVENUE 

Washington, D.O, 
Attrition: CC:LR:T (LR-71-78). 
Dear Mr. Commissioner : 

PROPOSED regulations RELATING TO THE PROFIT LIMITATIONS OF THE VINSON- 
TRAMMELL ACT 

These comments were originally submitted by the Machinery and Allied Prod- 
ucts Institute in response to the notice of proposed rule making relating to the 
profit limitations of the Vinson-Trammell Act for naval vessels and military 
aircraft, which appeared in the Federal Register of October 26, 1979. They have 
been updated for the purpose of the IRS hearing on March 12, 1980, during which 
the Institute will present brief oral comments. 

As you may know, the Institute represents the capital goods and allied prod- 
uct manufacturers of the United States. The bulk of the output of these com- 
panies is for the commercial market, but a great many of them produce highly 
engineered items which are indispensable to the national defense and are fur- 
nished to the military departments at both the prime contract and subcontract 
levels. These companies obviously are concerned with the application of the 
Vinson-Tramm^l Act to their defense business, and in the present proposed im- 
plementation of the Act by the Internal Revenue Service. 

Based upon the response of these companies to the proposed regulations and 
upon MAPI staff analysis, we have a number of comments and recommendations 
concerning the specific provisio.^s of the regulations. Before dealing with these 
specific provisions, however, we think it is desirable first to discuss the Vinson- 
Trammell Act itself as it presently relates to defense contractors. That relation- 
ship, in our view, is of basic significance to the question of whether any attempt 
by the IRS at implementation ind enforcement of the Act through proposed 
regulations is appropriate at the present time. 

GENERAL COMMENTS 

In brief, the Institute believes that the Vinson-Trammell Act is bad legisla- 
tion, is now clearly obsolete, and ought to be repealed forthwith. We have so 
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urged the Congress over the years, both during the brief periods in which the 
Act was in effect and subsequently during the 25 years following 1951 when 
Vinson-Trammell was suspended because the Renegotiation Act was in effect. 
Congress, however, has not acted on any such recommendations for repeal. Con- 
sequently, the Vinson-Trammell Act has become at least technically operative 
with the termination of the Renegotiation Act with respect to post-Septem- 
ber 30, 1976 defense contracts and the demise of the Renegotiation Board (whicdi 
administered the Renegotiation Act on March 31, 1979. 

At this point, the fundamental question is whether, regardless of its technical 
applicability, the Vinson-Trammell Act is administrable under present circum- 
stances and ought to be enforced as a practical matter. DOD is opposed to Vin- 
son-Trammell application as indicated in testimony on February 25, 1980 by 
Dale W. Church, Deputy Under Secretary of Defense for Acquisition Policy, 
b^ore the Subcommittee on Procurement Policy and Reprograndng of the 
Senate Armed Services Committee. Earlier in a letter dated Decemebr 21, 1977 
to Senator Ribicoff, Chairman of the Senate Committee on Grovemmental Affairs, 
commenting on S. 1264, a bill introduced by Senator Chiles to reform Federal 
procurement statutes and policy, DOD recommended repeal of the Vinson-Tram- 
mell Act on the grounds that it is obsolete, discriminatory, and unnecessary. 

Also, as you know, Defense Under Secretary (Research and Engineering) 
Perry, in a letter to you, stated DOD has concluded that ". . . the Vinson-Tram- 
mell Act is out of date and should be repealed." In that letter, as you may 
recall, Under Secretary Perry placed particular stress on the paperwork burden 
and costs of compliance with the Vinson-Trammell Act — "over 1 million in- 
dividual contract reports [it has been estimated] will [have to] be filed annually 
pursuant to the Vinson-Trammell Act by more than 30,000 contractors." And, 
of course, the Service itself has granted five extensions of the due date for the 
initial contractor filings under the Vinson-Trammell Act, the most recent one 
being to April 15, 1980. We think it is fair to assume that the problems relating 
to administration and enforcement of the Vinson-Trammell Act played a sig- 
nificant part in the Service's grants of these extensions. 

Finally, in your testimony on February 25 during the same Senate Subcom- 
mittee hearing in which Mr. Church of DOD appeared, IRS took the position 
that the Vinson-Trammell Act is antiquated. Further, the IRS statement in 
effect asked that the Internal Revenue Service be relieved of involvement at 
all in the procurement area. 

We do not recite this history in criticism of DOD and the Service for their 
obvious rrfuctance to administer and enforce the Vinson-Trammell Act — quite 
the contrary, we commend them for it. But it is evident that all parties, both 
in government and in industry, who have seriously examined the problem 
agree that the Vinson-Trammell Act is unworkable. In view of this, it seems 
inconceivable to us that the Administration will permit an attempt to admin- 
ister an unadministrable statuta We assume that the administration will 
again recommend the Act's repeal and that such a recommendation wHl almost 
certainly be followed by serious congressional consideration of the issue. For 
that reason, it seems to us highly inappropriate and undesirable to put interested 
parties and the public generally through a rule-making exercise on the Vinson- 
Trammell Act at this point. Accordingly, we urge that the proposed regulations 
be withdrawn, and that the Service and the Treasury Department Join DOD 
in recommending that the Administration renew its c^orts seeking the repeal 
of the Act. 

COMMENTS ON SPEOIFIO PROVISIONS OF THE IBS BEOULATIONS AS PBOPOSED 

In addition to the fundamental problems with the Act itself which we believe 
should preclude the issuance of these proposed regulations in final form, we 
have a number of comments on specific provisions of the regulations. These 
comments follow at this point. First we deal with "contract completion" and 
"cost of performing a contract or subcontract" because of their importance and 
in view of the fact that DOD has entered objections to the IRS proposed provi- 
sions. 

CofUract completion {aection 160.5) 

As it would be revised by the DOD proposals, this provision would read as 
follows (with the language added by DOD indicated by itaUcizing) : 
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"The date of delivery of the last naval vessel military aircraft or portion 
thereof covered by the contract or subcontract shall be considered the date of 
completion of the contract or subcontrtct unless otherwise determined joint- 
ly by the Secretary of Defense and the C(«mmissioner, or their duly authorized 
representatives. Except as otherwise provMed in the preceding sentence, the 
correction of defects in delivered artides or the performance of warranty 
or guarantee work in respect to such articles will not operate to extend the date 
of completion. If a contract or subcontract is at any time canceled or termi- 
nated, it is completed at the time of the canc^^llation or termination, or such later 
time as may, in individual cases, he determined jointly hy the Secretary of De- 
fense and the Commissioner, or their duly authorized representatives. As to a 
refund in case of adjustment due to any subsequently incurred additional costs, 
see § 160.19." 

The IRS obviously defines "contract completion" in terms of the date of deliv- 
ery of the contract item in question. The DOD proposed changes to the IRS defi- 
nition would improve that definition, but they assume the adequacy of the con- 
cept that the basic criterion should be the date of delivery of the contract item. 
However, in our view, this concept is unsatisfactory. We think that the definition 
should be revised to specify that a contract would be considered to be completed, 
within the meaning of the regulations, "either at the time of acceptance of the 
last article or at the time of agreement on the final price, whichever is later.'* 
This provision should ai^ly to contract terminations and cancellations, as well 
as the normal instances where the contract is performed in full. 

In many situations, there can be no final agreement on or determination of final 
prices until some time after deliveries on the contract have been completed. For 
example, if the contract price is affected by cost, performance, or schedule incen- 
tives or penalties, award fees, or similar criteria, it is impossible to determine the 
final price until all the criteria relating to pricing have been evaluated and applied 
to the contract. Accordingly, to require that a contract be considered completed 
for Vinson-Trammell Act reporting purposes prior to final determination of the 
price would create needless confusion and difllculty. It would result in many 
contractors being repeatedly required to amend most of their Vinson-Trammell 
reports, thereby increasing administrative burdens, including costs and paper- 
work, for no ai^rently worthwhile purpose. 

Cost of performing a contract or subcontract {section 160 J9) 

This provision states that contractor costs shall be determined in accordance 
with rules and regulations of the military departments which are set forth in 
the Ckwt Accounting Standards promulgated by the CAS Board and in the con- 
tract cost principles prescribed in Section XV of the Defense Acquisiti(m Regula- 
tion (DAR). DOD would delete this provision and substitute in its place one 
which would distinguish between the issue of allocaMlity and of allowability. 
Under the DOD proposal, costs would be allocated in accordance with the Cost 
Accounting Standards and/or Section XV of the DAR if and to the extent so 
agreed in the contract or subcontract (in the absence of such an agreement, such 
allocation would be "on a reasonable basis consistently applied that refiects rec- 
ognized accounting principles and practices"). Cost deductibility under Chapter 
1 of the Internal Revenue Code would be the criterion for determining coot allow- 
ability for the purpose of computing the cost of contract performance. 

With one exception, we endorse the DOD proposed changes. That excepticm 
relates to the last sentence of Section 160.9(a) which proposes the use of IRS 
Regulations Section 1.861-8 (e) (2) as a basis for allocation of interest expense. 
That regulation is used primarily for allocation of deductions against U.S. and 
foreign source income in determining foreign tax credits. The regulation is ex- 
traordinarily complicated and can result in unrealistic all^ocations. For this rea- 
son, we rec<Mnmend revision of the last sentence of proposed Section 160.9(a) to 
read as follows : 

"Interest expense shall be allocated on a basis that reasonably and equitably 
apportions such expense to contracts and subcontracts." 

Our support of the general thrust of the DOD proposed changes is based on the 
following reasons. First, it is clear that the DAR contract cost principles when 
combined with the application of the Cost Accounting Standards are considerably 
more restrictive in terms of what costs are allowable than the comparable treat- 
ment in the Internal Revenue Code rules concerning allowable cost deductions. 
For example, le^timate costs relating to interest, contributions, advertising, and 
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d^reciation, among other itons, would not be allowable under tbe DAR mlee 
bat would be under the IRS rules. Such DAR disallowances have been estimated, 
by both DOD and the Logistics Management Institute, to reduce defense contract 
inrofits gmerally by at least two percentage points below what they might be 
otherwise. In essence then, adopting the DAR rules will require the contractor to 
pay tax on his excess profits to the extoit of such unallowable costs — in effect he 
is being penalized twice with respect to these costs. 

In addition, we think it is particularly unreasonable to &pp\j the DAR and 
GAS rules in the administration of the Vinscm-Trammell Act to contractors who 
are not otherwise subject to CAS or DAR. Specifically, the CAS and DAR rules 
now apply generally to negotiated defense contracts exceeding $100,000 in amount 
and in which commercial items are not involved. However, the Vinson-Trammell 
Act applies generally to all contracts and subcontracts exceeding $10,000 in 
amount. Thus, this provision in the proposed regulations would result in apply- 
ing CAS and DAR where it would not otherwise be applied — to all formally ad- 
vertised contracts over $10,000, all "competitive" negotiated contracts over 
$10,000, and all ''noncompeUtive" contracts between $10,000 and $100,000. This 
clearly would have the effect of tending to drive out of the defense market those 
contractors and subcontractors who have thus far been willing to sell in that 
market only on the condition that they not be subjected to the DAR cost allow- 
ability and CAS rules. 

Definitions (section 160 J of the regulations) 

Complete naval vessel or military aircraft, — Subsection (b) defines this term 
as "a newly constructed naval vessel or military aircraft that has been furnished 
with all articles that are necessary for the performance of its intended service." 
We think that this definition should be revised to delete "all articles that are 
necessary . . ." and substitute in its place "items which form an integral part 
of amy newly constructed or manufactured naval vessel or military aircraft." 
This would exclude consumable items which are not an integral part but are 
attached to the vessel or aircraft — such as missiles, rockets, torpedoes, ammu- 
nition, other ordnance, fuel, test equipment, spare i>arts, stores, and similar 
items. Indeed, we think that such an exclusion is particularly appropriate and 
necessary in the case of missiles, rockets, and tori)edoes, when the vessel or air- 
craft in question is primarily a vehicle for their transmission to the point of 
launching. 

Contract, — Subsection (c) refers to an agreement concerning the furnishing 
of a naval vessel or military aircraft "for the use of the Army, Navy, or Air 
Force." Presumably, the reference to the military departments in this context 
means the U.S. military departments. However, in view of the confusion that 
there has been in the past concerning the applicability of the Vinson-Trammell 
Act and/or the Renegotiation Act to Foreign Military Sales (FMS) contracts, 
it would be desirable to be specific on this point by including "U.S." as a mod- 
ifier in the definition. This revision would simply reiterate the IRS position that 
the Vinson-Trammell Act does not apply to FMS contracts, which was reaffirmed 
in Revenue Ruling 79-230 (1979-31 IRB 8), issued on July 30, 1979. 

Portion of a new complete naval vessel or military aircraft, — In subsection 
(k), the conjunctive requirement "and that has been furnished under a mutual 
understanding that is to form such a part" should be omitted. We think that 
this language, and its purpose, is unclear, and that including it would be likely 
to lead to needless controversy, 

Sulfcontract, — ^As defined in subsection (1), the term would mean "an agree- 
ment entered into by one person with another person for the construction or 
manufacture of a new compli^te naval vessel or military aircraft, or portion . . . 
[thereof], the prime contract for whii^h is subject to the Act." We recommend 
that the following sentence be added at this point: "Only the first tier of sub- 
contracts under a prime ciintract is included in this term." 

In OUT judgment, the stathte is not clear on the question of whether sub- 
contracts below the first tier are subject to the Act and Its profit limitations. 
For that^ reason, we think that the Service, as a matter of statutory construc- 
tion, has some discretion in the matter, and can and should exclude lower tier 
subcontracts. And there is no doubt that, as a practical matter, the administra- 
tive costs and burdens in fiowing down Vinson-Trammell requirements below 
first-tier subcontracts would be enormous. 

Construction and manufacture, — ^We urge that this term, which does not ap- 
pear in the proposed regulations, be included in the Definitions and be defined 
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in such a tvay as to exclude research, development, test and evaluation (RDT&E) 
efforts associated with bringing new aircraft and vessels ''onto line." In normal 
parlance, the term ''construction and manufacture" is synonymous with produc- 
tion or supply contracts and does not include RDT&B. Obviously, it would be 
desirable for the regulations to remove any ambiguity on this point by specific 
coverage which incorporates this general understanding as to what is meant 
by the term. 

Scope of this part — retroactivity (section 160.2) 

This provision, in effect, specifies that liability for excess profits will be im- 
posed with respect to all subject contracts or subcontracts "completed within 
income-taxable years ending after September 30, 1976." In our view, this pro- 
vision which makes the regulations and the application of the Vinson-Trammell 
Act retroactive to the termination of the Renegotiation Act on September 30, 
1976 — ^a period of well over three years — is unrealistic. It should be deleted in 
favor of specifying that any application of the Vinson-Trammell Act is to be 
prospective only. It is our understanding that contractors generally at this point 
simply do not have the accounting systems and recordkeeping that would pro- 
vide the information necessary to comply with the Vinson-Trammell Act 

We recognize that the Service might argue, in response, that contractors are 
or should have been aware that the Vinson-Trammell Act became applicable 
with the termination of the Renegotiation Act, and that accordingly they should 
have taken steps at that point to facilitate their compliance with the Act. But 
such a response, of course, would ignore the basic point made in our general 
comments above with respect to any implementation of the Act itself. Although 
contractors may have been aware that the Vinson-Trammell Act was no longer 
suspended, they also knew that (1) the Defense Department had repeatedly 
recommended repeal of the Act, (2) this DOD position apparently had been 
endorsed on at least one occasion by the Administration, and (3) the Service 
itself had granted five extensions of the due date for initial contractor filings 
under the Act Under these circumstances which indicated the government's 
agreement with industry that the Act is unworkable, it would have been illogical 
for contractors to have gone to the expense of -revising their accounting systems 
and recordkeeping generally to comply with the Vinson-Trammell Act. In view 
of this, it is not only unrealistic but completely unreasonable for the Service 
now to insist on completely retroactive application of the Act to October 1, 1976. 

Taw credits (section 160.11) 

There are several problems with respect to this provision which establishes 
the rules relating to the allowance of a credit against the excess profit for the 
amount of federal Income taxes paid or to be paid on the amount of such excess 
profit 

First, we note that the language in the proposed regulations refers to "the 
amount of Federal income taxes paid or remaining to be paid." (Bmphasis 
added.) The word "remaining" Is not in the statutory language on this point, 
and the reasons for including it in the regulatory language are not clear. In our 
view, it should be omitted. Our concern is that to include the word "remaining" 
in this context may imply that there is a requirement that some tax has to be paid 
in the years in question in order for unpaid taxes attributable to that year to be 
creditable. We think that any such construction is untenable under the statute, 
and that any possibility of such a misconstruction ought to be removed. 

Second, we note that the example in Section 160.6 of determining contractor 
excess profit liability appears to be inconsistent with this provision because the 
description of the computation of the tax (Credit in that example does not follow 
the requirements of this provision. Finally, we note that there is going to be 
considerable confusion, and probably some technical difficulty, in computing the 
amount of the credit because of the fact, that the regulations (unless they are 
changed along the lines we have recommended) require excess profit liability to 
be determined in accordance with the DAR-<;AS rules while the income tax 
liability, upon which the income tax credit is to be determined, is computed under 
the different and more liberal rules of the Internal Revenue Ck)de. , 

Failure of contractor to require agreement hy subcontractor (section 160.12) 

Under the Act, a prime contractor is required to put a Vinson-Trammell Act 
clause in those of his subcontracts which exceed $10,000 and are not otherwise 
exempt (as, for example, under the scientific equipment exemption). The pro- 
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posed regulations provide that if a prime contractor enters into a subcontract 
without a Vinson-Trammell Act clause, the prime contractor will himself be 
liable for any subcontractor excess profits. 

We think that this provision needs revision. First, it should be made clear that 
the requirement on the prime contractor to secure agreement from the subcon- 
tractor to comply with the Vinson-Trammell Act applies only to subcontracts 
that are subject to the Act. In addition — ^and more importantly — there should be 
a specific provision in the regulations i)ermitting the military department to waive 
the subcontract Vinson-Trammell requirement in any case where a subcontractor 
whose products must be used in connection with the prime contract, refuses to 
accept the Vinson-Trammell requirements. 

Books of account and records (section 160. H) 

Subsection (b), on "Preservation of records," states that "[a] records and 
other evidences of costs must be retained until the contents thereof are no longer 
material to the administration of the Act.'' This, we think, is much too broad a 
requirement to be acceptable in this context. Specifically, the provision is com- 
pletely open-ended ; it would require contractors who are subject to the Vinson- 
Trammell Act — and it will be recalled that Under Secretary Perry mentioned 
over 1 million individual contract reports to be filed annually by over 30,000 con- 
tractors — to maintain complete records on all such transactions without any 
limitations. 

It seems to us that an appropriate way to limit such a provision would be to 
require indefinite maintenance of records, beyond a specified term of years, only 
with respect to such contracts as have been designated by the IRS or DOD as 
contracts currently under review or audit. If no such designation is made by the 
government — and we assume that the IRS and DOD would not engage in "over 
designation" in this respect — we think that a contractor should be permitted to 
dispose of contract records after the specified term of years has expired. 

Report to the military department {section 160,16) 

This provision refers to reports, upon completion of a contract or subcontract, 
by "the contracting party" to the Secretary of the military department. This 
provision may be construed to preclude the filing of consolidated reports by re- 
lated contractors. Any such construction, we think, would be undesirable because 
contractors are permitted to file consolidated tax returns, and this provision 
would needlessly complicate the determination of the tax credit against excess 
profits reported In "unconsolidated" Vinson-Trammell filings. Accordingly, we 
urge that the regulations be revised to make it clear that consolidated Vinson- 
Trammell Act returns are to be permitted. 

COMMENTS ON THE PROPOSED DOD "BEPOBT OF FBOTIT" TOBIC 

In conclusion, for the information of IRS we repeat here our comments made 
to DOD on its proposed "Report of Profit" form. 

Item 4, which is to be completed by a subcontractor, is headed "Name and- 
Address of Firm Issuing This Contract (Include Zip Code)." From the point of 
view of clarity, it probably would be desirable to modify this title along the fol- 
lowing lines : "Name and Address of Firm (Include Zip Code) From Whom This 
Subcontract or Order Was Received." 

Item Oa reads as follows : 

"This Contract or Subcontract is for construction or manufacture of all of part 

of ("X" one) : 

D Naval Vessel Q Aircraft" 

Obviously the second "of" should be "or." More importantly, it would be better 
to follow the wording of the statute by specifying the two basic categories as 
"New Complete Naval Vessel" and "New Complete Military Aircraft." 

The subcontractor problem 

A much more serious problem concerning the form n rises in connection with 
requirements as to subcontractor reporting under the Vinson-Trammell Act As 
indicated in our comments on the IRS regulations, we recommend that subcon- 
tractor liability under the Vinson-Trammell regulations be limited to those in the 
first tier, and it is our opinion that the IRS and DOD have the necessary discre- 
tion to make this determination. If, contrary to our recommendation, there is 
to be no such first-tier subcontract limitation, that decision will result in a very 
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serious problem as to determining which vendors are or are not covered as sub- 
contractors under the Vinson-TrammeU Act. 

Because of the way in which the Act is framed, a prime contractor presumaUy 
is responsible for a subcontractor's Vinson-Trammell liability in the event that 
the prime contractor fails to obligate the subcontractor under a suitable Vinson- 
Trammell clause in the purchase order. For that reason, prime contractors and 
upper-tier subcontractors surely will be inclined to pass down Vinson-Trammell 
clauses and liability to their vendors even in cases where that vendor's Vinson- 
Trammell liability would be questionable, because of doubt as to that vendor's 
status as a subcontractor within the meaning of the statute. 

Accordingly, it would be undesirable for DOD to issue any form for Vinson- 
Trammell reporting by contractors and subcontractors without first providing 
in the instructions detailed guidance as to what constitutes subcontract status 
under the Vinson-Trammell Act and how that determination is to be made. 
* * * * « « « 

Although we have offered recommendations for revision and improvement in 
the proposed regulations under the Vinson-Trammell Act, our basic position is 
that the Act should be repealed and no action should be taken to implement its 
provisions in the interim period. 

We are pleased to have had this opportunity to comment. If MAPI can be of 
assistance with respect to these comments and recommendations, please let us 
know. 



Pbepabed Statement of Karl G. Habb, Jr., PsESiDEirr, Aerospace Industries 
Association of America, Inc. 

Mr. Chairman and members of the subcommittee: I am Karl G. Harr, Jr., 
president of the Aerospace Industries Association of America, Inc., the national 
trade association representing the nation's major manufacturers of aircraft, 
spacecraft, missiles, related components and equipment. As primary suppliers 
of advanced defense and space systems, the aerospace industry appreciates the 
opportunity to be here today to air our views on implementation of the Vinson- 
Trammell Act and related proposals. 

Many witnesses have preceded me in these comprehensive and urgently needed 
hearings. They have included members of Congress, and officials of the Depart- 
ment of Defense, and General Accounting Office. There has been one common 
thread of agreement among all of these individuals and that is that the Vinson- 
Trammell Act, which became the law of the land as of October 1, 1976, with the 
demise of the Renegotiation Board, is totally outdated and unworkable in the 
present complex procurement environment I would like to add AIA's firm en- 
dorsement of that belief. 

In fact, there is no greater testimony to the complexities — and perhaps im- 
possibility — of implementing the Act than the current difficulty DOD and IRS 
are having in developing final regulations and reporting forms for Vinson-Tram- 
mell. The basic, but by no means only, problems include how to define Cost, Price, 
Profit, Accounting Methodology, Contract Completion and, perhaps mbst basic 
of all, to specify those contracts to which the Act would apply. 

Such problems are further complicated by the Department of Defense's 
desire to provide certain incentives which would increase the effieciency and 
lower the production cost of the acquisition process. The Vinson-Trammell Act 
might, in many cases, negate these valuable contract provisions and rei^iove 
the motivation to reduce the cost of contract performance. Obviously that would 
be a step backward. 

In addition, Vinson-Trammell itself would be costly to implement. In its 
request to the Office of Management and Budget for approval of its proposed 
Vinson-Trammell reporting form, the Department of Defense estimated that 
the cost to contractors of executing the paperwork would be $80 million a year. 
Add to that the estimated in-house cost to the government, including an addi- 
tional 1,500 IRS employees to administer the Act, and the total yearly expense 
from all sources could be as much as $120 million. If Vinson-Trammell were 
to be instituted now, four years of reports would be due at the outset. Naturallj, 
the burden on small business. Including a significant number of our subcon- 
tractors, is especially onerous in this respect. 

Such costs also contrast sharply with the current spirit of economy — ^I might 
even say austerity — which seems to pervade the government. In addition, im- 
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plementation of such a complex and lengthy r^;K>rting system would represent 
a significant dei>arture from the Administration's (and the Congress's) an- 
nounced policy of reducing and simplifying government paperwork. 

For these reasons, we feel strongly that neither Vinson-Trammell nor any 
other form of so-called profit-limiting legislation is needed. I will come bacJL 
to that point, but first I would lil^e to comment briefly on various legislative 
proposals which have been advanced. 

Aj9 stated in his testimony to your subcommittee, Ck>ngressman Joseph 
Minish's bill, H.R. 3623, would amend the Vinson-Trammell Act to provide for 
aggregation of contracts over $3 million. Proflts over 10 percent Would not be 
allowed except where warranted under the subjective criteria of the discredited 
Renegotiation Act This would amount to a return to renegotiation, with admin- 
istration lodged in the Treasury Department. Congress has already determined 
that renegotiation is an unnecessary and counterproductive system and no one 
has advanced any new information to the contrary. As for turning such matters 
over to the Treasury Department, IRS Commissioner Jerome Kurtz has already 
testified that the IRS has neither the expertise nor the desire to perform such 
a function . 

A second proposal, by Senator Claiborne Pell, numbered S. 2232, would put 
a threshold of $1 million on Vinson-TrammelL That proposal does not even 
address all other recognized problems introduced by that Act, and thus Is 
incomplete as a possible course of action. 

The proposal introduced by you as S. 2331 and by Congressman Jerry 
Patterson as H.R. 5433, with all due respect, Mr. Chairman, would be inequitable 
and costly to implement. It would determine profits on a contract-by-contract 
basis, an approach which has been tried and discarded in connection with both 
renegotiation and Vinson-Trammell. In addition, we are unclear as to some of 
the important definitions in the bill, such as, for example, what is meant by 
contract completion. In short, while this measure seems to be a genuine and 
thoughtful attempt to deal with what has been perceived — but never proved — 
to be a problem, we feel it too has definite limitations. 

Two other bills, H.R. 3112, by Congressman Paul McCloskey, which would 
revive the Renegotiation Act in time of national emergency, and H.R. Q48S, by 
Congressman Doug Barnard, which would require statutory profit limitation 
only in time of war, represent another approach which has been advanced. We 
in the aerospace industry, of course, have never opposed specific profit-limiting 
legislation during the exigencies of war time or declared national emergency. 
However, we would have to have more detail about how such limitations would 
be activated and enforced before we could commit ourselves on such legislation. 
In any case, we are not at war now and the first order of business is to repeal 
the outmoded Vinson-Trammell Act 

Further, in our opinion, there is no need for profit-limiting legislation in the 
orderly procurement environment of peacetime. We in AIA, and others, have 
been in contact with various Defense Department officials to try to get a better 
understanding of the nature of the problem that they, and you, are trying to 
solve. I must confess we are at a loss to understand what it is that must be 
corrected. Accordingly, we are pleased that you requested exactly that informa- 
tion from the DOD during the hearing on February 25, 1980, and we look for- 
ward to examining their perception of the problem. 

Quite simply, our review of the last 15 years of procurement history does not 
demonstrate any pattern of excessive profits being realized as a result of the 
lack of adequate price competition. History, in fact, shows that the reverse 
is true. Over the years, DOD has conducted several studies, the most recent being 
"Profit 76," which concluded that the profit level for defense work was generally 
below that earned in comparable commercial areas. 

The reason that the current experience with DOD procurements does not 
show any need for profit-limitation legislation is because of the significant 
improvements which have been wrought in the procurement process since World 
War II. Here's a partial list : 

Full government access to cost data on all negotiated contracts, on which the 
contractor has certified that the costs are current, accurate and complete (PubUc 
Law 87-653— Truth in Negotiation and Defective Pricing Act). 

Seventeen Cost Accounting Standards issued to date which require a defense 
contractor to estimate and record his costs in a set manner. 
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Performance of both preaward and postaward audits of ccmtractor records 
on all significant negotiated contracts by the Defense Ck>ntract Audit Agency, 
an independent arm of the procurement function in DOD. 

Significant strengthening of the DOD Procurement Policy over the years to 
correct any perceived weaknesses. The increased experience and skill level of the 
people in the procurement buying activities has substantially upgraded their 
professional competence to protect the government's interest in negotiating and 
administering DOD contracts. 

Better methods of customizing the contract to the situation. 

Location of government representatives of the PGO and audit in most large 
contractor facilities to insure complete day-to-day knowledge of a contractor's 
actions. 

Support of all payments to a contractor by a DGAA-ai^roved voucher, thus 
insuring only contractually authorized payments are made. 

The presence of all such safeguards and controls, coupled with the hard evi- 
dence that defense profits are indeed modest, leads us to conclude that the 
Vinson-Trammell Act should be repealed immediately and that nothing need be 
enacted in its place. Accordingly, we strongly recommend that either H.R. 3254, 
by Ck>ngressman McGloskey, or S. 1687, by Senators Alan Cranston and Richard 
Lugar, both of which would repeal Vinson-Trammell retroactively, without sub- 
stitution of additional unnecessary and expensive regulations, be enacted as 
expeditiously as possible. 

Thank yon, Mr. Chairman. 



Pbepabed Statement by Hon. David Packard, Chairman, Hewlett-Paokard Co. 

Mr. Chairman and Members of the Subcommittee: I appreciate the oppor- 
tunity to comment to your committee in support of S. 1687 to repeal the Vinson- 
Trammell Act of 1984. 

I will not comment on the Act itself as I understand others have or will com- 
ment at length on the unworkability of the Act dating almost from its passage 
nearly 45 years ago. Clearly, the Act should be repealed. I would like to com- 
ment, however, on the issue of whether there should be any new profit limitation 
legislation. 

I have had a very long experience with the matter of profit limitation as 
required by the Renegotiation Act, which for many years superseded the Vinson- 
Trammell Act and was successfully repealed b^ the Congress last year. The 
Renegotiation Act served a useful purpose in wartime when time was of the 
essence, but it developed a self -perpetuating bureaucracy that served no useful 
purpose in peacetime as clearly came out in the hearings last year. 

There may be emergencies from time to time that would call for awarding a 
contract without adequate cost evaluation, but I believe this kind of a situation 
could be adequately dealt with on a contract-by-contract basis. I believe it would 
be far better for the contracting pec^le to include whatever cost or profit control 
requirements as may be indicated on a case-by-case basis than to enact new 
renegotiation legislation of any kind. There is simply no substitute for nego- 
tiating the right contract in the first place. 

In my experience while Deputy Secretary of Defense, I observed that the 
price of a contract was of far greater importance than profit in measuring 
whether the taxpayers got a fair deal. To the extent that a higher percentage 
profit may mean a lower price, we will all benefit by stressing contract price 
rather than profit margin. 

There is a great need today to improve the productivity and efficiency of 
contractors and provide incentives to achieve the best possible end result from 
both the government's and the contractor's standpoint. Recognizing that a large 
percentage of dollars of negotiated contracts are sole-source, contracting oflicers 
must insist on maximum disclosure and agreed-upon standards for allocating 
costs at the time contracts are negotiated. Contracting officers should not be 
allowed to have the comfort of assuming their sole-source contracts can be 
renegotiated after the fact based on an arbitrary profit limitation. 

Contracting officers should be made to feel the full weight of their respon- 
sibility the first time around just as the contractor must also abide by his 
commitment, be it fixed fee or fixed price. The prime goal should be price for 
a good performance with prospective profits the incentive for greater competition. 
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Our failure in the past to recognise tills simple fact has resulted in a loss 
of Defense contractora We should not renew this misdirected effort but instead 
should repeal Vinson-Trammell. No substitute for Vinson-Trammell is desirable 
or needed. The only appropriate application of a profit limitation is where 
production must commence immediately because of a recognized emergency. 

In this case, a recognized emergoicy, where normal procurement procedures 
must be shortened or bypassed, a profit limit could be included as part of the 
contract at the discretion of the head of procurement. For example, the contract 
could include a profit limitation not to exceed the maximum of the contractor's 
bluest annual profit level achieyed during the past five years or 15 percent, 
whichever is greater, for the contractors segment or segments which performed 
the contract Such a provision is not intended to guarantee a profit but sets a 
maximum limit which is judged to be reasonable in relation to the contractor's 
normal business experience. Accounting methods used to determine profitability 
should be those used by the contractor in accordance with the ' established 
accounting rules of the IBS. 

DOD may devise other methods to achieve the same end. I am only suggest- 
ing an approach which I believe would adequately safeguard the public interest 
while meeting an emergency. 

If the price of a contract can be reduced below the Defense Department's 
estimate, this should be the primary objective even if the contractor makes 
an above-average profit. In this way we can attract more contractors to com- 
pete, to take risks and to meet the Defense Department's needs. 

In summary I disagree with those who believe there should be a regular 
peacetime profit limitation for all sole-source contracts or any other contracts. 
Such a limitation is not necessary where normal procurement procedures are 
followed and, in fact, would be counter-productive to the effectiveness of good 
procurement practice. 



Chamber of Commerce of the United States, 

Washington, D.C., April H, 1980, 
Hon. Robert B. Morgan, 

CJia4nnan, Subcommittee on Procurem^ent Policy and Reprograminff, Committee 
on Armed Services, U.S. Senate, Washington, D,C. 

Dear Mr. Chairman : On behalf of the more than 96,000 members of the Cham- 
ber of Commerce of the United States, I wish to express our support of S. 1687 
which would repeal the Vinson-Trammell Naval Parity Act of 1934. 

The U.S. Chamber is the largest federation of business people and business 
organizations in this country, representing more than 92,000 business firms, 2,700 
chambers of commerce and 1,300 trade and professional associations. Of our busi- 
ness members, approximately 80 percent are smalL 

In view of these figures, it is fair to say that the U.S. Chamber represents the 
interests of American business, large and small. Accordingly, we clearly have a 
vital stake in seeking to alleviate the excessive burdens of doing business with the 
federal government via the procurement process. Therefore^ we support the repeal 
of the Vinson-Trammell Act. 

For those of us who enjoyed witnessing the "sunset" of the Renegotiation 
Board in 1979, its '"sunrise" in the form of a revitalized Vinson-Trammell Act 
and a new set of accompanying IRS regulations will likely be another dismaying 
regulatory story, spelling trouble for federal contractors. 

The Renegotiation Act was promulgated during World War II as a device for 
ensuring that excessive or unwarranted profits were not realized on contracts 
which, because of wartime conditions, could not be priced as carefully as under 
normal conditions, using established procurement safeguards. "Renegotiation" 
was never intended to substtiute, in time of peace, for normal government 
practices. 

After a brief hiatus following World War II, renegotiation was reimposed in 
March 1951, during the Korean War. However, since 1961, Congress and the 
Executive Branch have strengthened the federal procurement process with ext^i- 
sive procedural cheeks and balances to avoid excess profits in procurement Lit- 
erally dozens of safeguards have come into being, including The Truth in Negoti- 
ation Law (Public Law 87-^53), which amended the Armed Services Procure- 
ment Act; improved work of the Defense Contract Audit Agency; the Cost 
Accounting Standards Board (Public Law 91-379), with many new standards 
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instituted ; the Defense Contract Administration Services ; tbe Office of Federal 
Procurement P(^cy, and various cost control changes in the Armed Services Pro- 
curement Regulations. 

SUNSET 

In fact, both the Renegotiation Act and the Renegotiation Board, empowered to 
administer the Act, were "sunset" as of March 31, 1979. All the Board's functions 
and powers were terminated as of that date, a possible first in the recent history 
of governmental affairs. 

With the expiration of the Renegotiation Act and the Board, the Vinson-Tram- 
mell Act of 1934 became operative. While the Renegotiation Act provided for 
recovery of excess profits if any, earned on aggregate business with government 
agencies subject to that Act, the Vinson-Trammell approach is a little different 
It serves to limit the profits that holders of defense contracts related to aircraft 
and naval vessels can earn on their projects. The Internal Revenue Service (IRS) 
is authorized to carry out Vinson-TrammeU. 

BACKOBOUND 

The profit limitation provisions are all that remain of the Vinson-Trammell 
Naval Parity Act of 1934. The original statute provided for the modernization 
and enlargement of the United States Navy to levels authorized by the Washing- 
ton Treaty of 1922 and the London Treaty of 1930. It was anticipated that the 
magnitude of the procurements authorized by the Act would have the same impact 
on the marketplace as that experienced during wartime. 

Aware of several cases of profiteering during World War I, Congress felt the 
need to control the pnxQts allowed on procurements authorized by the Act. It, 
therefore, amended the Naval Parity Act to limit profits on any contract or sub- 
contract for the construction or manufacture of naval vessels and/or aircraft to 
10 percent of contract price. 

In a 1939 amendment to the Act, the scope of the profit limitation provisitms 
was expanded to include the procurement of aircraft for the Army. As revised, 
the profit limits on contracts for naval vessels and military aircraft became 10 
percent and 12 percent respectively. 

From 1940 through 1976, the Act was suspended by the Renegotiation Act 
limiting profit on government contracts. When the authorization for the Renego- 
tiation Act expired on September 30, 1976, the profit limitation provisions of 
Vinson-Trammell, unchanged since 1939 again came into full force and effect. 

"SUNBIBE" 

Since the termination of the Renegotiation Board, the IRS and Departm^it of 
Defense (DOD) have been developing revised forms and regulations for the 
renewed implementation of the Vinson-Trammell Act DOD submitted a "Report 
of Profit" form for approval by the Office of Management and Budget in August 
1978. IRS published its proposed regulations on October 26, 1979. 

The paperwork burden of the Act and implementing regulations is likely to be 
considerable. In fact, a former general counsel of the Renegotiation Board views 
the Vinson-Trammell Act as more onerous and complex for contractors than the 
Renegotiation Act, and anticipates that accounting for materials Tmder the 
long-unused Vinson-Trammell Act will be very difficult. 

Contractors will be required to file reports with the DOD for each contract 
subject to the Act. Further annual reports aggregating the information sent to 
DOD wiU have to be filed with IRS. 

FROM FUEL TO FUBNITUBE 

The regulations apply to defense contracts and subcontracts over $10,000 for 
equipment or supplies to be Included in a complete new ship or aircraft The 
spectrum of articles to which the Act could apply ranges from ammunition to 
fioor coverings, from fuel to furniture, and from power plants to plumbing. 

Since the regulations are statutorily-based, they are assumed to be included 
in all applicable contracts. Virtually any company could be subject to the Vinson- 
Trammell Act and its implementing regulatitms. 
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OOST OF RBGULATIOK 

The cost to industry of complying with the regulations is in direct propor- 
tion to the paperwork. In the application for approval of its "Report of Profit" 
form, DOD estimated roughly 500,000 annual filings from 10,000 separate c<m- 
tractors, at a cost to contractors of $80,000,000 annually. 

This estimate is a conservative one ; DOD admits it could be off by as much as 
a factor of three ! Furthermore, it does not include the contractors' cost of fil- 
ing reports with IRS, the cost of audit or the cost to the government of main- 
taining this information. 

CONCLUSION 

In summary, the Act's profit limitations serve to the disadvantage of every- 
one — the federal government, taxpayer, and contractor. 

The statutorily-imposed profit limitations discourage a contractor from reduc- 
ing his costs below the point at which profits exceed the "profit naaximum." This 
results in a government loss of tax revenue that otherwise would be realized from 
increased profits. 

At the same time, the statutorily-imposed profit limitations discourage a con- 
tractor from reducing his costs below the point at which his profits reach the 
"profit maximum." This motivation to increase profits to the statutory maximum 
results in the government ultimately paying more for its required goods and 
services than is necessary. 

Moreover, low cost, efficient, and profitable suppliers will not compete for 
government business. This reduction in competition will further compound the 
problem of higher costs paid by the government. All of these by-products of Vln- 
son-Trammell are contrary to the best interests of the federal government, tax- 
payer, and contractor. 

Evidently, some members of Congress see it the same way and steps have been 
taken in both the Senate and House to repeal the Act, steps the Chamber clearly 
supports. Senators Cranston (D-CaUf.) and Lugar (R-Ind.) have introduced S. 
1687, while Rep. McCloskey (R-CaUf.) has introduced H.R. 3264. 

I will appreciate your consideration of our views and I request that this letter 
be included in the hearings record. 
Cordially, 

Hilton Davis, 
Vice PreHdent, 
Legislative Action. 

Alliance of Metalwobkino Industries, 

Washington, D,C., April 24, 1980, 
Senator Robert B. Morgan, 

Chairman, Subcommittee on Procurement Policy and Reprogramming, Russell 
Senate Office Building, Washington, D.O. 

Dear Senator Morgan : This letter is written on behalf of the six associations 
that constitute the Alliance of Metal working Industries ("AMI"). Our six mem-^ 
ber associations in turn represent 4,883 separate businesses, 98 percent of which 
are small businesses. It is our understanding that the hearings regarding the 
Vinson-Trammell Act which were to be held by the Senate Subcommittee on Pro- 
curement Policy and Reprogranmiing have been postponed indefinitely. AMI had 
prepared testimony to be presented at those hearings, and we have enclosed 
with this letter a copy of thaJt testimony, AMI'S testimony before the Internal 
Revenue Service, and letters written by AMI to the Department of Defense and 
the IRS. We respectfully request that all these documents be included in your sub- 
committee's record. 

AMI firmly believes that Vinson-Trammell is an archaic, impractical statute 
and that it would be impossible for lower tier subcontractors, including many of 
the companies comprising our member associations, to comply with the Act and 
the proposed regulations. We believe that AMI's testimony demonstrates the fol- 
lowing problems which would arise if the Vinson-Trammell Act is implemented 
in the manner proposed by the IRS and DOD. 

Contractors and subcontractors would be required to maintain reserves for an 
uncertain financial liability under Vinson-Trammell back to October 1, 1978, 
thereby typing up assets needed for operations and impeding the ability to raise 
capitaL 
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There would be a paperwork blitz imposing tremendous burdens on government 
and industry with no identifiable return for the effort expended. It would be 
impossible for subcontractors to identify and trace parts subject to the Act, par- 
ticularly on a retroactive basis. 

Small businesses which rely on government contracting would be discouraged 
from undertaking desirable risks because of the Act's fixed profit levels. 

Most small subcontractors would have to create a cost accounting system to be 
applied to many hundreds of thousands of subcontracts from as far back as 1976w 
Because of these problems with respect to Vinson-Trammell and the problems 
identified in other testimony presented to your subcommittee, AMI believes that 
the IRS and DOD should no be allowed to promulgate regulations until Congress 
has expressed its position regarding Vinson-Trammell. To that end, we sujiport 
the Lugar-Cranston bill and would support the Patterson bill and the Pell bill 
as acceptable alternatives to the Vinson-Trammell Act, if they were properly 
amended. 

We understand that it may be legislatively impractical to attempt to repeal 
or substantively amend the Vinson-Trammell Act during this term of Congress. 
Furthermore, we understand that the IRS may soon issue final Vinson-Trammell 
regulations that would create a tremendous burden for small businesses. Accord- 
ingly, we strongly urge that, as soon as possible, the reporting requirements under 
the Act be suspended until late 1981 in order that the Senate might consider repeal 
or amendment of the Act prior to finalization of regulations by the IRS. 
Respectfully submitted. 

Alliance of Metalwobking Industbibb, 

By Francis H. Backman, 
President, Forcing Industry Association. 
By Lance Milleb, 
President, Metal Treating Institute. 
By Raymond L. Belding, 
President, National Screw Machine Products Association. 
By Jebby Weaveb, 
President, National Tooling and Machining Association. 
By John R. Fopovich, 
President, American Metal Stamping Association. 
By Geobge C. Undebwood, II, 
President, Spring Manufacturers Institute. 
EInclosures. 

Statement of the Alliance of Metalwobking Industbies Befobe the Senate 
Subcommittee on Pbocubbment Policy and Repbogbamming 

Mr. Chairman and Members of the Committee, my name is Carl W. Goldbeck, 
President of Otto Konigslow Manufacturing Company of Cleveland, Ohio, and I 
am presenting my statement as a member of the Alliance of Metalworking In- 
dustries ("AMI"). Accompanying me in presenting our views to the subcommittee 
are Mr. Charles H. Smith, Jr., Chairman and Chief Executive OflBcer of Sifco 
Industries, Inc., of Cleveland, Ohio, Mr. William P. Gentz, President of Gentz 
Industries, Inc., of Warren, Michigan, and Mr. David M. F. Lambert, Esquire, 
Special Counsel to AMI. 

The Alliance of Metalworking Industries represents a significant and critical 
segment of our national manufacturing industry. It consists of six member asso- 
ciations: the Forging Industry Association, the Metal Treating Institute, the 
National Screw Machine Products Association, the National Tooling and Ma- 
chining Association, the American Metal Stamping Association, and the Spring 
Manufacturers Institute. These six associations in turn represent 4,883 separate 
businesses, 98 percent of which are small businesses. These companies employ 
880,250 employees and produce combined annual sales of 34.8 billion dollars. 
Despite these large combined sales, members of the six associations are small 
businesses with an average of 46 employees per plant, producing average sales of 
1.82 million dollars per plant. 

Despite the fact that many of our members are small businessmen, often in 
the lower tiers of the manufacturing process, they are essential not only to non- 
military manufacturing, but are also essential to the defense industry. Titanium 
forgings for aircraft landing gear struts, critical engine parts which are machined 
or stamped, and nose cones which are spun are only a few of the many examples 
of the products produced by our member companies. Prime contractors do not 
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have the expertise nor is it economically feasible for them to buy the expensive 
and specialized machinery required to do this work. 

We are deejdy concerned about the tremendous burden that the Vinson-Tram- 
mell Act and the proposed IRS and DOD regulations would impose upon the 
small suppliers and lower tier Manufacturing subcontractors that constitute our 
member associations and produce parts for aircraft and ships that may be sub- 
ject to the act. For your benefit, we have attached to the written copy of our 
testimony a copy of our testimony before the IRS on March 12» 1980, relating to 
the problems that would result if the proposed IRS regulations become final. We 
request that this testimony be included in the record of this hearing, as well as 
the letters which we sent to the IRS on February 26, 1980, and DOD on March 25, 
1980, commenting on their proposed regulations to implement the Vinson-Tram- 
mell Act. We believe that the positions stated in those letters demonstrate the 
administrative un workability and the inherent lack of economic justification for 
the Vinson-Trammell Act as it applies to lower tier subcontractors. 

Mr. Chairman, you and the members of this subcommittee have for the first 
time in over three years provided us with the opportunity to address the prob- 
lems we have had, and are now facing, with the prospect of final IRS and DOD 
regulations concerning the Vinson-Trammell Act of 1934. We respectfully call to 
your attention and the attention of Ck)ngress the serious dilemma caused by the 
inacti(m of the legislative and executive branches of our country with respect 
to this problem. 

In 1976, when Congress decided not to extend the reporting requirements of 
the Renegotiation Act of 1951, it did so knowing that the lapse of the Renegotia- 
tion Act reporting requirements would trigger the onerous reporting requirements 
of the Vinson-Trammell Act. At that time Congress should have repealed the 
Vinson-Trammell Act. In that session and each succeeding session of Congress^ 
legislation has been introduced to repeal or modify the Vinson-Trammell Act. 
Now, over three years later, a congressional committee is actively considering the 
question of repeal for the first time. 

In that three-year period. Treasury and DOD, two of the senior agencies of 
the executive branch charged with developing and issuing regulations to imi^e- 
ment the act, did not provide any guidance for our member companies to enable 
them to con^ply with the act. IRS, acting on behalf of Treasury, issued proposed 
regulations for the first time in October 1979. However, it is impossible for the 
small lower tier subcontractors that comprise most of our member industries to 
comply with the proposed regulations. The General Accounting OflBce, in its state- 
ment to this subconmiittee on April 2, 1980, expressly recognized the problems 
faced by small business. Furthermore, we were pleased to note that the General 
Accounting Office sui^^rted the position we have taken with IRS and DOD, and 
now take with this subcommi/ttee, when it stated ,"the Vinson-Trammell Act is not 
workable." We hope our testimony today and the discussion in the IRS testimony 
and the letters which we are submitting to you today will further clarify thi 
extent of the burden on small business that will result if the implementation of 
the Vinson-Trammell Act is allowed to proceed. 

BB8EBVB8 BEQXJIBBD 

Congreiw should be fully aware of a particularly harsh result of the fiillure 
of Congress, Treasury, and DOD to resolve the fundamental problems inheroit 
in the act that now face our supplier industries. The result of this Inaction is 
that the companies in our industries face uncertain and undefinable financial 
liabilities due to the retroactive application of the profit limitations of the Vinflon- 
Trammell Act. As you know, most of our members are small, independently 
owned companies that can ill aflford to show contingent financial liabilities on 
their financial statements. Moreover, our members will be required to set aside 
reserves in 1980 for potential, yet undefined, Vinson-Trammell liability for more 
than three yeare of booked profits, a liabili^ which cannot specifically be deter- 
mined under the act or the regulations and which will place an unwarranted 
and unjustifiable burden on our members at a time when they are already troubled 
by the highest inflation and interest rates in recent history. 

PBOBLEliS INHEBENT IN THB VnTBOlf-TBAliMELL ACT 

There are problems inherent in the language of the Vinson-Tlrammell Act and 
there are additional problems in the rules whidi are proposed to implem^it the 
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act Only congressional action can remedy tbe problems which are inherent in 
the act. 

We believe that the Congress which enacted the initial legislation in 1934 
never intended as broad a scope of coverage as is proposed in 1980. Under the 
Vinson-Trammell Act, all contracts and subcontracts for the manufacture of all 
or part of a complete naval vessel or military aircraft would be subject to re- 
porting and profit limitation requirements, unless the amount involved is $10,000 
or less. The $10,000 minimum contract for reporting purposes was established 
when the Vinson-Trammell Act was first proposed by Congress and enacted into 
law in the 1930's. However, since that time, inflation and the increase in sophis- 
tication in military hardware have caused the number of subcontracts and the 
associated paperwork involved to be more than fifty times the number originally 
contemplated by Congress. We anticipate that the companies who are members 
of our member associations would have to file an estimated 500,000 reports for 
individual contracts each year at an estimated cost of at least $20a-$250 per 
report. The present backlog of reports due in October 1080 could be in excess of 
two million. These reports would have to be based on detailed records created 
especially for that purpose. 

An additional pioblem inherent in the Vinson-Trammell Act that may be 
remedied only by congressional action is that profits earned on the contracts 
and subcontracts for all or portions of naval vessels and military aircraft dis- 
criminate against those companies making those products by restricting profits 
to ten and twelve percent, respectively. When the 46-percent corporate tax rate 
is considered (a tax rate far in excess of the corporate income tax when the 
Vinson-Trammell Act was passed in the 1980*s) an alarmingly small portion 
of sales remains to be reinvested or distributed to shareholders who have under 
taken the risk of investment. The profit limitations do not properly recognize 
the risks that small lower tier subcontractors have taken. These companies 
traditionally have invested considerable time and money in making many inno- 
vations necessary to remain competitive and in so doing have undertaken the 
risks inherent in operating small businesses. We believe the Vinson-Tramm^l 
profit limitations would retard our members' eflSciency, survival, and growth in 
several ways. First, the profits allowed by the act do not provide the necessary 
general incentive for small businesses to undertake the risks of operation nor do 
they provide a proper incentive to perform eflSciently. Second, the specific profit 
incentives generally recognized in the body of Government procurement law as 
needed to encourage eflSciency, the assumption of risks, innovation, and various 
other goals are lacking in the system of fixed profit limits established by the 
Vinson-Trammell Act. Profits limits are basically unnecessary in our industries. 
With nearly 20,000 competing companies, there is close to perfect competition in 
our industries. 

Furthermore, it is impossible to identify and trace parts which may be sub- 
ject to the act. For instance, many of our members produce thousands of small 
parts for aircraft engines. Even when it is known that the part will go into an 
engine, it is not known whether that engine will become part of a military air- 
craft, a commercial aircraft, or a spart part for either. It is impossible to make 
the required determination of the destination of the part in order to make the 
reports required by the act and proposed regulations. It is an even greater 
burden to request our members to make this determination on a retroactive basis 
for all subcontracts completed subsequent to October 1, 1076, a determination 
that would require a review of records from before October 1, 1976. Moreover, 
in many cases, all or part of the profits that would be required to be paid back 
to the Government under the Vinson-Trammell Act have been distributed as 
part of profitsharing plans and are not available for repayment to the Govern- 
ment under the act 

THE VINSON-TBAMMEXL ACT AS IMPLEMENTED BY THE FB0P08ED IBS BEOULATION8 

There are several hardships and inequities that arise from the IRS pro- 
posed regulations to implement the Vinson-Trammell Act. If these present 
proposals are adopted by the IRS and DOD in final rules, then there is .an 
additional reason for this subcommittee to remedy the problems of Vinson- 
Trammell by supporting the repeal of the act. These topics are summarized 
below, but we request that you carefully consider the discussion in our Feb- 
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roary 26 and March 25 letters to the IRS and DOD to more fully understand 
the diflaculties presented by the proposed IRS regulations. 

One major problem arising under the proposed regulations is that they 
threaten to exacerbate the traceability and identification probl^n of the lower 
tier subcontractors that is inherent in the Vinson-Trammell Act. Related to 
the traceability problem is the problem arising due to the inadequacy of the 
records maintained by our member companies. For example, a February 1080 
survey of the jnembership of the National Tooling and Machining Association 
showed that, although they have adequate records for tax reporting, 98 percent 
of the association's members do not have adequate records to supply the fi- 
nancial data back to October 1, 1976, necessary for Vinson-Trammell reporting. 

A second major problem is that the proposed rules would require that all 
Vinson-Trammell reports be completed in accordance with the cost principles 
of the cost accounting standards and defense acquisition regulation, section 
XV. Because the companies forming our member associations primarily pro- 
duce commercial goods, or else produce goods only under contracts that are 
exempt from cost accounting standards, our member c<«npanies do not have 
accounting systems that conform to CAS and DAR XV, A typical small busi- 
nessman in this country uses a basic accounting system which tells him if he 
is making or losing money. It is no way remotely as sophisticated as those 
accounting systems required to comply with CAS and DAR XV. In fact, many 
of our members do not even have cost accounting systems. To comply with 
the proposed regulations would necessitate the complete restructuring by 
these companies of their accounting systems and the retroactive recreation 
of cost data to October 1, 1976, Moreover, certified public accountants through- 
out the country who audit our member companies may be unfamiliar with 
CAS and DAR XV. 

The accounting rules in the proposed IRS regulations create an additional 
problem. For example, the provision in DAR XV that disallows interest ex- 
pense as a cost in the determination of profits is unrealistic in today's business 
environment. Most of our members are required to purchase machinery and 
inventory on credit and, especially in light of modem day interest rates and 
machinery costs, interest expense is a real and necessary cost of doing busi- 
ness that clearly reduces a company's real profits. 

Other problems with the act that directly concern our members and are 
more fully covered in the letter to the IRS and DOD indude: the unjustified 
charging of interest and penalties for failure to file, the record retention re- 
quirement of the proposed rule, the definition of a complete naval vessel or 
military aircraft, and the unreasonable burden of proof placed on small lower 
tier subcontractors who place many purchase orders for less than $10,000. 

Legislative Alternatives 

There are several bills pending in Congress to repeal or modify Vinson- 
Trammell that would remove or ease the burden of Vinson-Trammell on lower 
tier subcontractors who are small businesses. 

We support the Lugar/Cranston bill, S. 1687, which is currently pending in 
this subcommittee. That bill would repeal the Vinson-Trammell Act retro- 
actively to September 30, 1976; thereby eliminating all the problems discussed 
in this testimony. In fairness to all businesses, this is the piece of legislation 
that should be passed as the Vinson-Trammell Act is unnecessary, economically 
burdensome, and inappropriate in today's military-industrial environment 

If it is not legislatively feasible to repeal the Vinson-Trammell Act, and 
remove the burdens its implementation would present, we support legislation 
that would effectively reduce the burden. As an alternative to repeal, we sup- 
port S. 2331, which is identical to the Patterson bill (H.R. 5433), if certain 
changes are made to correct its problems. S. 2331 repeals the Vinson-TrammeU 
Act retroactively to September 30, 1976, and substitutes a more reasonable 
contract coverage. S. 2331 creates a new profit limitation for certain prinie 
contracts and first tier subcontracts over $5,000,000 which are awarded without 
competition, and therefore would effectively exempt most of our members. 
However, S. 2331 as currently drafted presents problems which have been dis- 
cussed in previous testimony before this subcommittee, including the vagueness 
of certain definitions in the bill. In addition, we concur with GAO's position 
regarding the appropriate dollar threshold for contracts and subcontracts sub- 
ject to profit limitations. GAO suggested in its testimony before this sub- 
committee that the dollar threshold for profit limiting legislation should be 
raised to $10 million and should be indexed to the rate of inflation. 
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If the subcommittee finds it impractical to repeal yinson<-Trammell or adopt 
S. 2331, we would reluctantly support the Pell bill, S. 2232, if properly modified. 
The Pell bill does not change the profit limitations or reporting requirements 
for contracts or subcontracts covered by Vinson-Trammell, but it raises the 
exemption under the bill for contracts and subcontracts for military aircraft 
to one million dollars. We could only support the Pell bill if it were modified 
to increase the threshold to five million dollars and am^id 10 U.S.G. § 7300 
to raise the threshold for contracts and subcontracts for naval vessels, as well 
as aircraft. If modified, the Pell bill would eliminate a very high percentage 
of contracts which are not significant in size from the present Vinson-Tram- 
mell coverage and would make the administration of the act somewhat more 
feasible. The IRS estimates it would need 1,500 more agents to administer 
the Vinson-Trammell Act under its proposed rules. If modified, the Pell bill 
would probably reduce the number of reports by 85-80 percent and greatly 
reduce the Government's and industry's administrative costs. However, for 
contracts large enough to be covered by the Pell bill, all of the problems of 
Vinson-Trammell discussed above would remain; accordingly, we support the 
Pell bill only as a last resort if Congress feels it is necessary to continue to 
operate under the Vinson-Trammell Act 

ConduHon 

We appreciate the opportunity to appear at these hearings to consider the 
troublesome issues raised by the Vinson-Trammell Act We sincerely hope that 
you will recommend repeal of the Vinson-Trammell Act because it is unwork- 
able, inequitable, and unreasonable. If repeal is not practical at this time, then 
we hope this subcommittee will consider the adoption of a modified version 
of the Patterson bill, or, if it is the only acceptable alternative, a modified form 
of the Pell bill in order to alleviate the diflSculties of the Vinson-Trammell Act 
that we have discussed today. At tiie very least, if no legislative action to 
repeal or amend Vinson-Trammell is possible at this time, the eflfective date 
of the Vinson-Trammell Act reporting requirements should be suspended retro- 
actively to October 1, 1976, and prospectively to late 1081 to provide Congress 
an opportunity to act on the pending legislative proposals which would r^)eal 
or amend the Vinson-Trammell Act. 

We would be pleased to respond to any questions you may have concerning 
our testimony today. 

Alliance of Metalwobking Industries, 

Washinffton, D.C, March 25, 1980. 

Deputy Under Secretary of Defense (Acquisition Policy), 
Washington, D.C. 
Attention: CPF 

Dear Sirs : This letter is written on behalf of the Alliance of Metalworking 
Industries in response to your request in the Federal Register of December 26, 
1079, for written comments on the Vinson-Trammell Act 

The Alliance of Metalworking Industries consists of six member associations : 
the Forging Industry Association; the Metal Treating Institute; the National 
Screw Machine Products Association ; the National Tooling and Machining As- 
sociation ; the Ameu'ican Metal Stamping Association ; and the Spring Manufac- 
turers Institute. These six associations in turn represent 4,883 separate busi- 
nesses, all but approximately 2 percent of which are small businesses. The com- 
panies comprising our member associations employ 880^^0 employees in a total 
of 19,146 separate plants, which produce combined annual sales of 34.8 billloD 
dollars. Despite these large combined sales, the members of these six associ- 
ations are small buisnesses with an average of 46 employees per plant producing 
average annual sales of 1.82 million dollars per plant. 

We did not take advantage of the opportunity to testify at DOD's hearings 
on Vinson-Trammell on February 19, 1980, but two of our member associations, 
the National Tooling and Machining Association and the Forging Industry As- 
sociation appeared at those hearings. We did, however, present our views to 
the Internal Revenue Service by appearing at the IRS hearings on March 12, 
1980, and submitting a letter to the IRS dated February 26, 1980, with our 
written conmients. We have attached that letter, as it explains our position 
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regarding the proposed regulations, and we request that all the views in the 
letter be considered by DOD in formulating its position on Vinson-TrammelL 

DOD Comments to the IRS 

We commend DOD for the changes it has proposed to the IRS irith respect 
to the completion of contracts and the cost of performing a contract or sub- 
contract. However, our members are deeply concerned about many other pro- 
visions of the proposed IRS rules that are not addressed in DOD's comments. 
We feel that, unless DOD expresses its position on all aspects of the proposed 
rules, DOD may appear by implication to agree with the views of the IRS. 

In the attac&ed letter to the IRS, we have stressed the major concerns of 
our member associations. We believe these concerns are typical of all lower 
tier suppliers of defense products. Of the issues in that letter not addressed 
by DOD, we are most concerned about the traceability issue. We estimate that 
the adoption of the proposed IRS regulations would require the companies com- 
prising our member associations to review millions of purchase orders to pre- 
pare the necessary reports from October 1, 1970, to the present. We ask you 
to specifically address the traceability issue in your final comments to the IRS. 
Under the currently proposed regulations, it would be an impossible task for 
our members to trace those parts subject to Vinson-TrammeU, particularly on a 
retroactive basis. 

DOD Form 

We commend DOD for the simplicity of the form it has proposed for Vinson- 
Trammell profit reports. We also appreciate that the proposed from would relieve 
our members of the need to revamp their accounting systems to comply with 
the cost principles in the Cost Accounting Standards and Defense Acquisition 
Regulation, Section XV ; thereby alleviating a major concern of those companies 
with the proposed IRS rules. 

However, it is impossible for our members to respond to several provisions in 
the form. The request in Item 7b for the contract price of items subject to the 
Vinson-Trammell Act requires that subcontractors be able to make that deter- 
mination. This request ignores the myriad of diflaculties of traceability, that are 
more completely addressed in our letter to the IRS. Item 7c requires that our 
member companies provide the cost of the performance of items subject to the 
Vinson-TrammeU Act This provision has the same traceability problem as is 
addresed in the letter to the IRS, and it fails as well to recognlsse many of the 
costing problems addressed in that letter. For instance, there is no mechanism 
for the allocation for start-up costs on individual contracts for follow-on de- 
liveries under purchase orders completed in other than the first year of a contract 

ConclusUm 

We thank you for the opportunity to present the views of the Alliance of 
Metalworking Industries with respect to DOD*s comments to the IRS and DOD*s 
proposed from. We trust that you will recognize that the repeal of the Vinson- 
Trammell Act is necessary, and that, if it is not repealed, logic and fairness 
require that it be administered in a way that minimizes the administrative 
burden on small contractors and subcontractors. We strongly urge DOD to with- 
hold issuing its form and to oppose the issuance of any final rules by the TtiQ 
until such time as Congres has had the opportunity to express its position on bills 
pending to repeal or modify Vinson-TrammeU. 
Sincerely, 

MilBVIN R. WOKTELL, 

PreHdent, Alliance of Me^^alworlUng Industrie: 
Bndosures. 



Alliance of Metalworking Industribb, 

Wiuhinoton, D.C., Pehruary t€, 1980. 
Hon. Jerome Kurtz, 
Commissioner of Internal Revenue 
Washinffton, D.C. 
Attn : CC :LR :T (LR-71-78) 

Dear Sir : The participating associations of the AUiance of Metalworking In- 
dustries appreciate the opportunity to comment on the proposed regulations im- 
plementing the Vinson-TrammeU Act of 1084, which were published in the Fed- 
eral Register on October 26^ 1979. 
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The Alliance of Metalworkin^ Industries represents a significant segment of onr 
national manufacturing industry. It consists of six member associations: the 
Forging Industry Association : the Metal Treating Institute ; the National Screw 
Machine Products Association ; the National Tooling and Machining Association ; 
the American Metal Stamping Association ; and the Spring Manufacturers Insti- 
tute. These six associations in turn represent 4.888 separate businesses. All but 
approximately 2% of our members are small businesses. These companies em- 
ploy 880.250 employees in a total of 19.146 separate plants, all of which produce 
combined annual sales of 34.8 billion dollars. Despite these large combined sales, 
the members of the six associations are small businesses with an average of 46 
employees per plant, producing average annual sales of 1.82 minion dollars per 
plant. 

In considering the adoption of any regulations implementing the Vinson- 
Trammell Act, you should recognize that our member associations represent 
companies which are typically second to fourth tier large volume suppliers of a 
wide variety of products used in assemblies for commercial or defense end prod- 
ucts, including ships, aircraft, and spare parts for ships or aircraft. 

Products produced by our member companies are ultimately used in defense 
contrJEicts and may be subject to the Vinson-Trammell Act. Because a large but 
undetermined number of our members' purchase orders may have become subject 
to the Act subsequent to October 1, 1976, we are tremendously concerned about the 
extensive and costly administrative burdens created by the Act and the pro)[)Osed 
IRS regulations, particularly the impact compliance with. those regulations will 
have on small businesses. In several significant areas, we believe the IRS regula- 
tions actually exceed the statutory limits of the Act. We are aware of the many 
technical and legal problems in these proposed regulations and concur with the 
positions taken by the Council of Defense and Space Industry Associations 
(CODSIA) in its comments to the IRS regarding the proposed regulations. We 
understand that those comments have been submitted to the IRS. 

After careful analysis of the Act, we do not see how any implementing regula- 
tions could be written that could eflfectively be ai^lied to the small companies in 
the industries we represent. For that reason alone, we believe that the Vinaon- 
Trammell Act of 1934 is outdated and should be repealed. IRS and DOD should 
not issue final regulations until Congress has had the opportunity to act on the 
pending legislation which would repeal or substantially modify the present Act. 

Since the proposed regulations will have a spedfic impact on small companies 
represented' by our member industry associations, we would like to call your 
attention to some of the problems created by the regulations and highlight some 
of the severe administrative burdens these regulations will place on the six indus- 
tries which we represent. 

THE PROPOSED ACCOUNTING RULES CANNOT BE IMPLEMENTED BT SMALL 
SUBCONTRACTORS 

We believe that Section 160.9 of the proposed IRS regulations requiring the 
application of DAR XV and Cost Accounting Standards in establishing cost of 
performance is the most glaring example of the unreasonable burdens created by 
the regulations. Because of their small size, the companies comprising our indus- 
tries may not be able to comply with the proposed accounting rules. In the event 
compliance is required, there will be a strong incentive for our members to refuse 
necessary future defense work that may be subject to the Act. The severity of 
the compliance problems increases due to their proposed retroactive application to 
purchase orders completed after October 1, 1976. 

Since the majority of the sales made by the industries and companies forming 
our member associations are commercial, f^w, if any, of these companies have 
accounting systems that conform to DAR XV and Cost Accounting Standards, 
the allowable and allocable cost principles now required by the proposed IRS 
regulations. Furthermore, of those members doing defense work, most are pres- 
ently exempt from and unfamiliar with CAS. Most of the companies comprising 
our members are small family-owned businesses with less than the average 46 
employees, and they use a variety of accounting systems for their fixed priced 
purchase orders, all of which qualify for income tax purposes. However, many 
do not have generally accepted accounting systems which comply with govern- 
ment contracting policies. 

In light of the fact that the Act, as now written, is applicable to all contracts 
over ten thousand dollars, over 19,000 companies represented by our members 
will be forced for the first time to adopt, retroactively and prospectively, the 
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complex allocability standards of the Cost Accounting Standards Board in order 
to obtain a /small percentage of the government defense subcontract business. 
This added burden will prevent these companies, comprising our member asso- 
ciations, f ron» seeking government defense subcontract business since the cost of 
restructuring their accounting systems will far outweigh any benefits to be 
achieved by government contracts. We believe that it is not necessary and is 
inequitable to impose on small business the need to use Cost Accounting Stand- 
ards for Vinson-Tranmi^l Act reports. 

While the proposed DOD approach alleviates some of the problems, we firmly 
believe that the Federal income tax rules would produce a more accurate state- 
ment of profits for our industries. Since DAR XV does not allow for the deduction 
of certain legitimate costs of doing business, such as interest expense, the applica- 
tion of this standard on allowable costs will result in an infiated and unrealistic 
profit level when, in fact, the profits realized are not so great. By applying the 
cost rules of DAR XV, IRS will further discourage small businesses from seek- 
ing government defense work. 

Additionally, the IRS and DOD approach to contract-by-contract reporting, as 
set forth in the proposed regulations, would not recognize normal and tradi- 
tionally recognized start-up costs. For example, the IRS regulations, as pro- 
posed, would not allow start-up costs charged to first production orders ccmipleted 
prior to October 1, 1976, on purchase orders entered into and completed in sub- 
sequent taxable years. 

An additional problem created by the proposed accounting rules irelates to 
their retrocative application. By forcing the members of our associations to now 
provide cost information for hundreds of thousands of orders completed after 
October 1, 1976, the IRS is unjustifiably penalizing our members who, in the 
absence of any directions from the Government, have used their traditionally 
acceptable accounting methods in identifjring costs and profits on individual 
purchase orders. To now impose such a burden on these companies is unreason- 
able, since they would have to retroactively reconstruct and modify their ac- 
counting systems to comply with these new accounting rules. 

We believe that should this retroactive application of the accounting rules 
be retained in the final rules, virtually none of the companies comprising our 
member associations could successfully and accurately account for costs and 
profits of those purchase orders subject to the Act. The administrative burden 
would be so extensive and costly that it would seriously impair their ability to 
continue functioning on a daily basis. 

INTGBEST AND PENALTIES SHOULD NOT BE APPLIED UNTIL FINAL 
BB0ULATI0N8 ABB ADOPTED 

IRS is not required by the Act to impose interest or penalties on contractors 
who have not filed due to the lack of any government regulations. It is an un- 
reasonable requirement to impose these sanctions when final regulations have not 
been published. If it were possible to identify the profits on individual purchase 
orders, a company would be required, under Section 160.19, to repay excess profits 
with interest. Imposing interest and penalties on those excess profits not paid 
would create an intolerable burden. Since the IRS interest charge has increased 
from 6% to 12%, the financial burden could impair the future business opera- 
tions of these small companies. 

IT 18 IMPOSSIBLE TO IDENTIFY OB TBACE PABTS WHICH MAY BE SUBJECT TO THE 
BE0ULATI0N8 UNDEB THE PBOPOSED DEFINITION 

Section 160.1 (k) defines a portion of a new complete naval vessel or military 
aircraft as "any material or article that forms a part of a complete naval vessel 
or military aircraft and has been furnished under a mutual understanding that 
it is to form such a part." 

Since most of the companies comprising our membership are third and fourth 
tier subcontractors, making tens of thousands' of parts used in both commercial 
and defense end products, it will be impossible for these companies to identify 
or trace the parts they have produced through the various higher subcontracting 
tiers, manufacturing levels, and assembly processes in order to ascertain whether 
that individual part, produced under purchase orders, ultimately became part of 
a completed new naval vessel or military aircraft As discussed previously, to 
now identify hundreds of thousands of small purchase orders for millions of 
parts in contracts that the companies comprising our member associations have 
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entered into since October 1, 1976, is an impossible task. Since these companies, 
their customers, and their suppliers did not hate knowledge that the IRS and 
DOD intended to promulgate a regulation based on a determination of the end 
use of the part, the identification of the ultimate end use of each |«art has not 
been considered as necessary for the past thr^ and one-half years. To impose 
liability for failure to collect information when these companies were not aware 
that such reports would now be required is unconscionable. Because of the exten- 
sive quantities and variety of parts produced by these companies since October 1, 
1976, it would be exceedingly time consuming and expensive for them to even 
attempt to trace each forging, stamped part, machined part, or spring produced 
under individual subcontracts or purchase orders to its ultimate end use, assum- 
ing that such tasks are even possible. 

Even if the retroactive application of the Act was eliminated in the regula- 
tions, the prospective tracing of end uses would be extremely diflScult. As previ- 
ously noted, the companies comprising our member organizations are generally 
second to fourth tier subcontractors. It would be necessary for them to trace 
each part through upper tier subcontractors and then through the prime con- 
tractor to determine if the end use of the part was incorporated in a completed 
ship or aircraft or a spare part. As mentioned previously, many of the products 
produced by these companies are sold to companies which may be included in 
either military or commercial end products. The proposed regulations do not 
address or correct this traceability problem. Because of this complexity, no final 
regulations should be published and no reports required until lower tier small 
business subcontractors are provided with workable, practical and eflScient direc- 
tions to trace the end use of their products, subject to the Act. 

In proposed Section 160.12, subcontractors would be required to pass the 
Vinson-Tranmiell clause down to all levels of subcontractors. This Is an unwar- 
ranted extension of the Act to third, fourth, or lower tier suppliers. In our indus- 
tries, it will produce confusion, and may very well create dlflaculties for those 
companies who are suppliers of materials. Many of our companies will be unable 
to identit$r which of their supplier's purchase orders exceeding $10,000 were for 
material which became a part subject to the reporting requirements of the Act 
and the proposed regulations. In addition to these supplier identification prob- 
lems, few of our member companies have the required clause in their past and 
present supplier contracts. 

BEOOBDS BETENTI0I7 BEQUIBEMENTS ABB NOT PBACTTOAL 

Section 160.14(b) requires preservation of all relevant records until the IRS 
deems them no longer material to the administration of the Act. Since there had 
been no requirement of retaining records from the past three and a half years, 
many of the companies comprising our member associations have disposed of 
the records now required by the IRS and DOD. To impose liability under the pro- 
posed regulations for such a failure to retain these records when there was no 
indication that they would be required is unjustified. 

In addition to this retroactive requirement, this section concerns us because 
it imposes open-ended requirements for the future preservation of records. Such 
a requirement is an undue and expensive burden for small companies. We see 
no reason why the proposed requirements under this section must exceed the 
General Accounting OflBce and the IRS rules for retention of records for tax 
purposes. We urge that alternatives be considered in place of this open-ended 
requirement. Amending this section of the proposed regulations will provide 
greater certainty for the vast number of companies who may be subject to the 
Act and final regulations. 

D KFIWITIO N OF A COMPLETE I7AVAL VESSEL OB MILITABT AIBCBAFT GOES BETOND THE 

SCOPE OF THE ACT 

Because the companies comprising our member associations produce parts, 
many of which are not integral parts of the naval vessel or aircraft, we are 
concerned that the proposed definition in Section 160.1(b) are too vague. De- 
fining a complete naval vessel or military aircraft to include "all articles neces- 
sary for the performance of its intended service" improperly expands the 
coverage of the Act and imposes unwarranted identification burdens on lower 
tier subcontractors. 
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PLACING THE BUBDEI7 OF PBOOF ON SMALL LOWER TIEE SUBCONTBACTOBS IS AN 
IMPBOPEB EXTENSION OF THE BEQUIBEliENTS OF THE ACT 

Since the companies comprising the member associations produce a variety 
of parts under hundreds of thousands of purchase orders varying in amounts, but 
generally under $25,000, we are concerned that section 160.3 of the proposed 
regulations is unworkable for our industries. As written, that section would 
place the burden of proof on these companies to demonstrate that purchase 
orders for parts under $10,000, which aggregate more than $10,000, were not 
separated merely to circumvent the Act. Such a requirement once again places 
a severe administrative burden on small companies and should be deleted. If this 
proposed requirement is applied to purchase orders completed over the past 
three and a half years, our member companies could not meet the burden of 
proof and many purchase orders under $10,000 would then be subject to report- 
ing. This is an improper extension of the requirements of the Act. If the IRS 
had to impose such a harsh burden, it should have made it known at the time 
the Vinson-Trammell Act became operative in October, 1976. 

CONCLUSION 

The Alliance of Metalworking Industries sincerely hopes that the IRS rec- 
ognizes that the proposed regulations in their present form impose, at virtually 
every point, severe and substantial administrative burdens on our members* 
industries, particularly in view of the fact that they are small businesses and 
lower tier subcontractors. We request that the IRS, for the reasons stated above, 
recognize that the repeal of the Act is necessary. We further request that the 
IRS withhold issuing any final rules until Congress has had an opportunity to 
express its position on the bills pending to repeal or modify the Vinson-Trammell 
Act 

Should the IRS schedule any public hearings, we request the opportunity to 
further develop our position at such hearings. 
Sincerely, 

Mabvin R. Wobtell, 
President Alliance of Metalworking Industries. 

Senator Morgan. As far as I can see from what I have, we have 
everything we need, but as we review it, we im^y find something else. 

Thank you all for coming. The hour is late. We will adjourn. 

[Whereupon, at 4 :50 p.m., the subcommittee was adjourned, subject 
to the call of the Chair.] 
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